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STATE SOCIETY ACTIVITIES | 








Calendar of Events 


March 17—Regular Meeting of the 
Board of Directors. 


March 17—7 :45 P.M.—Society Meet- 

Subject: Appraisals as Re- 
lated to Accounting. Location: 
Waldorf-Astoria Hotel, Lexing- 
ton Avenue and 49th Street, New 
York City. 

April 2—8 P.M.—Special Technical 
Meeting. Subject: Public Utili- 
ties Accounting. Location: En- 
gineering Auditorium, 29 \W. 39th 
Street, New York City. 


ing. 


April 9—Regular Meeting of the 


Board of Directors. 


April 9—8 P.M.—Special Technical 


Meeting. Subject: Fiduciary Ac- 
counting. Location: Engineering 


Auditorium, 29 W. 39th Street, 


New York City. 

April 14—7 :45 P.M.—Society Meet- 
ing. Subject: Whose Balance 
Sheet Is It? Location: Waldorf- 
Astoria Hotel, Lexington Avenue 
and 49th Street, New York City. 


April 16—8 P.M.—Special Technical 


Meeting. Subject: Automobile 
Dealers’ Accounting. Location: 


Engineering Auditorium, 29 W. 
39th Street, New York City. 


April 23—8 P.M.—Special Technical 


Meeting. Subject: Investment 
Trusts. Location: Engineering 
Auditorium, 29 W. 39th Street, 


New York City. 

April 30—8 P.M.—Special Technical 
Meeting. Subject: (To be an- 
nounced later.) Location: Engi- 
neering Auditorium, 29 W. 39th 
Street, New York City. 


March, 19 41 


Radio Broadcasts 


As announced in these columns 
last month, the Society secured 
radio time over Station WOR for 


the presentation of two broadcasts 
on “Your 1940 Federal Income Tax”’. 
These broadcasts were made on 
Tuesday, March 4th from 5 to 
5:15 P. M., and Tuesday, March 
11th, at the same hour. Containing 
information intended as an aid to the 
general public in making out their 
1940 income tax returns, these pro- 
grams were presented in question 
and answer form, principally for the 
benefit of taxpayers in the low in- 
come groups. It was felt that there 
was a particular need this year for 
such a public service on the part of 
the Society in view of the changes 
in the income tax laws, and the 
greater number of individuals who 
will be filing returns and paying 
taxes this year. 

The material for these broadcasts 
was prepared by the Federal Taxa- 
tion Committee, of which Mr. 
Nicholas Salvatore is Chairman, in 
co-operation with the Public Rela- 
tions Department. Mr. A. S. Fedde 
as President of the Society was in- 
terviewed on both occasions by Mr. 
E. E. Harris, Assistant to the Secre- 
tary of the New York Chamber of 
Commerce. 

Announcements were made at the 
end of both programs to the effect 
that copies of each broadcast would 
be available to listeners in pamphlet 
form. A large number of requests 
for the broadcast text have already 
been received at the office of the So- 
ciety, and the amount of these as 
well as the gist of some of the com- 
ments made will be described next 
month. 

Following 


the presentation of 
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these programs over Station WOR 
in New York City, similar broad- 
casts on the Federal income tax 
were also made in Syracuse and 
Albany. Through the cooperation 
of the chapter officers, two fifteen- 
minute periods were secured on Sta- 
tion WFBL in Syracuse at 10:45 
A. M. on Sunday, March 2nd, and 
Sunday, March 9th. Mr. Charles F. 
Carr, President of the Syracuse 
Chapter, was the principal in both 
of these broadcasts. 

The same programs were given in 
Albany over Station WABY from 6 
to 6:15 P. M. on Thursday, Febru- 
ary 27th, and Thursday, March 6th. 
Mr. Irving L. Simon, President of 
the Albany Chapter, was _inter- 
viewed over the air by Mr. Carl E. 
Smith, President of the Albany 
Chamber of Commerce. Pamphlets 
containing the text of these broad- 
casts were also prepared and distrib- 
uted to the public in Syracuse and 
Albany. 

The Public Relations Department, 
in cooperation with the Committee 
on State Taxation, is now preparing 
a similar broadcast on “Your 1940 
New York State Income Tax’, and 
will endeavor to secure radio time 
for presentation of this information 
as a public service on the part of the 
Society. 


March 17th Meeting 


On March 17th was held the first 
monthly meeting of the Society 
since January at which Mr. Lyle H. 
Olson, Vice-President of the Ameri- 
can Appraisal Company, gave an in- 
teresting address on “Appraisals as 
Related to Accounting.” Commen- 
taries on the paper were made by 
Henry A. Horne, director of the 
Society, which was followed by 
a discussion period. The text of 
Mr. Olson’s address will be pub- 
lished in the April edition of THE 
New York CERTIFIED PusBLic Ac- 
COUNTANT. 
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April Meeting of Society 


“Whose Balance Sheet Is It?” 
will be the subject of the April 14th 
meeting of the Society to be held 
at the Waldorf-Astoria Hotel at 
7:45 P. M. Mr. Victor H. Stempf, 
past president of the Society, will be 
the principal speaker. Messrs. 
Charles B. Couchman and Saul Levy 
will comment on Mr. Stempf’s ad- 
dress, and a question and answer 
period will follow. 


Special Technical Meetings 
The Spring series of special tech- 
nical meetings will be held on 

Wednesday evenings, at 8 P.M., in 

the Engineering Auditorium, 29 W. 

39th Street, New York City, starting 

on April 2nd and ending May 7th, 
on the following subjects: 

April 2—Public Utilities Account- 
ing, Charles Henry Dyson, Chair- 
man. 

April 9 — Fiduciary Accounting, 
Archie F. Reeve, Chairman. 

April 16—Automobile Dealers’ Ac- 
counting, Alfred Wm. Oldehoff, 
Chairman. 

April 23 — Investment Trusts, 
George E. Niven, Chairman. 

April 30—(To be announced later.) 

May 7—Restaurant Accounting, 
William K. Borow, Chairman. 


Reservation cards will be sent to 
the members shortly, and members 
wishing to attend these meetings 
should notify the Society’s office. 


James F. Hughes 


At a dinner meeting of the Fac- 
ulty of the School of Business of 
Fordham University held on Febru- 
ary 25, 1941, in commemoration of 
the Centenary of that University, 
Mr. James F. Hughes, past presi- 
dent of this Society, was elected to 
honary membership in the Beta 
Gamma Sigma Fraternity, Zeta of 
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State Society Activities 


New York Chapter. In presenting 
Mr. Hughes with the Beta Gamma 
Sigma Key, the Fraternity made the 
following outstanding citation: 


“Tt is one of the marks of true 
success that he who attains it re- 
fuses to recognize it as his ulti- 
mate goal, but merely as the 
opportunity for service to others. 
Therein lies his greatest achieve- 
ment. Truly, by working to im- 
prove the standards of the profes- 
sion of accounting, Mr. Hughes 
has done a service for each and 
every member of the profession, 
present and future. It was labor, 
—hard, genuine labor, fraught at 
times with discouragement, but it 
was at the same time a labor of 
love, and one whose achievement 
was its own reward, if we are to 
believe the adage that it is one of 
the most beautiful compensations 
of this life that no man can sin- 
cerely try to help another without 
helping himself, for in service, as 
in love, the more we give, the 
more we have. 


“For his outstanding service, 
therefore, not as a mere practi- 
tioner of accounting, but as a 
laborer for the achievement of in- 
tegrity and quality in the cause of 
education for business, Beta Gamma 
Sigma, Zeta of New York Chap- 
ter, rejoices tonight in presenting 
to James Francis Hughes the em- 
blem and certification of honorary 
membership to which he has been 
duly elected.” 


George E. Bennett 


The Society takes pleasure in an- 
nouncing the election of Professor 
George E. Bennett, head of the Ac- 
counting Department of Syracuse 
University, as President of the Na- 
tional Accounting Fraternity of 
Beta Alpha Psi. Mr. Bennett was 
elected at the annual meeting of the 
Grand Council of this Fraternity, 
held on December 26, 1940, at Chi- 
cago, Ill. Mr. Bennett, a member 
of this Society since 1922, is also on 
the State Board of C.P.A. Exam- 
iners of the State of New York. 


Andrew Patrick MacDonagh 


Word has just been received of the 
death of Andrew Patrick MacDon- 
agh one of our valued and esteemed 
members since May, 1926, on De- 
cember 22, 1940. 

He was active in the affairs of the 
Society, having served on several 
committees. 


Bernard Magon 


Bernard Magon, a member of the 
Society since October, 1940, passed 
away on January 17, 1941. 


William H. Roberts 


William H. Roberts, a member of 
this Society, since December 5, 1940, 
died suddenly on February 6, 1941, 
at the age of 48. 

The Society, as well as the ac- 
countancy profession, have suffered 
a real loss in the passing of these 


members. 
(SEL AEN 
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Auditors’ Liability 

On January 30, 1940, the Court 
of Appeals of the Province of Que- 
bec, Canada, reversed by a majority* 
of 3 to 2a judgment of the Superior 
Court against Sharpe, Milne & Co., 
a Montreal firm of chartered ac- 
countants, which had _ been held 
responsible for defalcations by a 
cashier employed by their client, 
the Claude Neon General Advertis- 
ing, Ltd. The action against the 
auditors had been taken by the 
Guardian Insurance Company of 
Canada, which had guaranteed the 
surety bond of the cashier to the 
extent of $5,000, the amount for 
which the Insurance Company en- 
tered suit against the auditors. 

The Guardian Insurance Com- 
pany subsequently appealed against 
this judgment in favor of Sharpe, 
Milne & Co., and on December 20, 
1940, the Supreme Court of Canada 
dismissed this new appeal, thus 
completely vindicating the auditors. 
The opinion of the Supreme Court 
Was unanimous, and inasmuch as 
this judgment ranks among the im- 
portant ones affecting the practice 
of public accountancy not only in 
Canada but in this country as well, 
Mr. E. J. Buehler, Chairman of the 
Society’s Committee on Auditors’ 
Liability, has summarized below the 
important features of this case: 

A case relating to accountants liability has 
recently been decided by the Supreme Court 
of Canada. 

The litigation involved a matter in which 
accountants were engaged to make the statu- 
tory audit provided by the Companies Act, 
and the claim against them depended upon 
whether or not under the terms of their 
engagement they were required to make a 
complete and detailed audit. 

The lower court decided against the ac- 
countants, but this decision was reversed by 


the Court of Appeals of the Province of 
Quebec. The case thereupon was appealed to 
the Supreme Court of Canada, which decided 
unanimously in favor of the accountants. 

While engaged on an audit of the accounts 
of Claude Neon General Advertising Ltd., 
the auditors, Messrs. Sharpe, Milne & Co., 
discovered that Clement, the company’s 
cashier, had appropriated a small payment of 
$13.50. A complete and detailed audit of 
the books was then undertaken, including a 
check of the customers accounts, deposit slips, 
bankruptcy dividends and agreements with 
customers, covering a period of nearly six 
years. This special investigation disclosed 
that comparatively small sums of cash (such 
as $11.50, $7.00, $21.25, in only a few in- 
stances more than $100.00), had been taken 
by the cashier during this time, amounting 
in all to $6,756.41. 

The client carried a fidelity bond upon its 
employees, issued by the Guardian Insurance 
Company, and collected $5,000.00 (the full 
amount of the bond) from the insurance 
company. The latter received a subrogation 
receipt and brought action in its own name 
against the accountants for $5,000.00. The 
insurance company put its case on the alleged 
neglect of the auditors in failing to check the 
deposit slips. 

The method adopted by Clement for his 
defalcations is described as follows: 

Clement persuaded the assistant treasurer 
of the company who was specifically charged 
with the supervision of the accounts of de- 
linquent customers, to approve the writing 
off of a number of accounts of customers who 
had gone into bankruptcy or whose accounts 
were being collected by attorneys or had 
been compromised. When he (Clement) 
received checks from such accounts, he would 
hold them back until he had collected in cash 
from other customers an amount equal to 
the amount of such checks. He would then 
credit the customers who had paid in cash, 
deposit in the bank the check received from 
the bankrupt account or the attorney, and 
retain the cash. 

The amount of the daily deposits as shown 
on the original bank statements to the com- 
pany agreed exactly with the amount of the 
daily receipts as shown in the company’s cash 
ledger. 

It was claimed that the auditors might 
have discovered these shortages had they 
compared the details of the bank deposit slips 
with the entries in the cash book. The audi- 
tors, however, stated that it is not custom- 


* See opinion of Mr. Justice Hall, the full text of which was published in the March 
1940 issue of the CANADIAN CHARTERED ACCOUNTANT. 
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ary to check copies of bank deposit slips be- 
cause they are not original documents and 
that the bank’s stamp on them is expressly 
limited to an acknowledgment that “the total 
amount” shown on the slip has been received 
and deposited to the credit of the company’s 
account. 

The court considered the nature and extent 
of the duty of the auditors to the company. 
Messrs. Sharpe, Milne & Co. had been ap- 
pointed auditors of the company from year 
to year by resolution of the shareholders with- 
out any special terms or conditions; the 
definition of their duty was to be found 
entirely within the language of Section 120 
of the Dominion Companies Act which pro- 
vides that “(1) the auditors shall make a 
report to the shareholders on the accounts 
examined by them and on every balance sheet 
laid before the company, at any annual meet- 
ing, during their tenure of office, and the 
report shall state (a) whether or not they 
have obtained all the information and ex- 
planations they have required, and (b) 
whether, in their opinion, the balance sheet 
referred to in the report is properly drawn 
up so as to exhibit a true and correct view 
of the state of the company’s affairs accord- 
ing to the best of their information and the 
explanations given to them and as shown by 
the books of the company; (2) every auditor 
of a company shall have a right of access 
at all times to all records, documents, books, 
accounts and vouchers of the company and 
shall be entitled to require from the direc- 
tors and officers of the company such in- 
formation and explanations as may be neces- 
sary for the performance of the duties of 
auditor”. 

The auditors were engaged then to make 
what is called a statutory audit for the com- 
pany and their duties were those and only 
those imposed by the statute. A distinction 
was very properly made in the argument be- 
tween a statutory audit and a special in- 
vestigation that may be undertaken by au- 
ditors under terms of a special contract. 

That the Neon Company had no thought 
of a complete and detailed audit appears 
conclusively from the fact that they specifi- 
cally exempted the accountants from the 
responsibility of checking the customers ac- 
counts, for the supervision of which they had 
provided internal control by way of a balance 
of the customers ledger cards. 

Moreover it does not appear that the 
auditors were expected to check the accounts 
written off by the assistant treasurer. That 
responsibility, it was pointed out by the 
Court of Appeals, under the Neon Com- 
pany’s system of internal control, was as- 
signed to the assistant treasurer. The audi- 
tors were entitled to assume that that duty 
was done with due care. The defalcations 
of the cashier were made possible by the 
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failure of an officer of the company to take 
elementary precautions before approving the 
writing off. 

Furthermore, it appears that the client was 
acquainted with, and approved, the program 
or chart of their work which the auditors 
prepared upon the incorporation of the com- 
pany in 1929, and to which they subsequently 
adhered. 

With reference to the deposit slips, testi- 
mony was given to the effect that copies of 
deposit slips have very little practical value 
as a means of verifying the correctness oi 
cash receipts; also that a duplicate bank 
deposit slip is an unreliable source from 
which to check entries in the cash book. 

The court refers to and quotes from vari- 
ous earlier decisions defining the legal stand- 
ard of duty of auditors in the absence as 
here of any special by-law or stipulation of 
the terms of employment. Without repeat- 
ing such quotations here, nor attempting to 
summarize them, it is set forth in one decision 
that it is the duty of an auditor to bring to 
bear on the work he has to perform, that skill, 
care and caution which a reasonably com- 
petent, careful and cautious auditor would 
use; also that he is justified in believing 
tried servants of the company in whom 
confidence is placed by the company and to 
rely upon their representations, provided he 
takes reasonable care. 

Applying the principles of those decisions 
to the particular facts of this case, the court 
was unable to hold that there was any such 
neglect or default on the part of the auditors 
as would entitle the company, were it the 
plaintiff, to succeed in the action. 

The question is whether before the dis- 
covery of the thefts, in the then existing state 
of experience, failure of knowledge or fore- 
sight is to be imputed to the auditors for a 
breach of duty. Conduct pursued in the 
light of experience derived from the present 
knowledge of the system of defalcations can 
hardly be taken as a sufficient basis for a 
charge of want of care. There was nothing 
to indicate that the accounting methods and 
control of the company were so lax and in- 
adequate that reliance could not properly be 
placed upon the books. 

The court furthermore states that assum- 
ing that there was some breach of duty on 
the part of the auditors to the company, 
there would be two answers. First, a claim 
based on such a breach of duty may not be 
covered by the subrogation document in 
favor of the appellant; and secondly, assum- 
ing it were covered by the subrogation, what 
is the measure of damages for such a breach 
of duty? The auditors did not steal the 
money ; they were not the direct cause of the 
loss. 

As the jury was told in another case, ““Was 
he (the auditor) guilty of breach of duty, 
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and if so, what loss was occasioned to this 
company by that breach of duty? You must 
not put upon him the loss by reason of theft 
occurring afterwards or before, but you must 
put upon him such damages as you consider 
in your opinion were really caused by his 
not having fulfilled his duty as auditor of 
the company”. The loss of the plaintiff in that 
case amounted to £760; the jury awarded 
five guineas against the auditors. 


After referring to a recent Ontario case, 
the court pursued the difficult question of the 
measure of damages no further because, in 
its view of the case, it was unnecessary to 
do So. 


Accountants’ Certificates 


With respect to the adoption of 
amendments to rules 2-02 and 3-07 
of Regulation S-X as announced by 
the Securities and Exchange Com- 
mission on February 5, 1941,* the 
Committee on Auditing Procedure 
of the American Institute of Ac- 
countants has recentiy published 
certain correspondence with the 
Commission pertaining to the Com- 
mittee’s suggested revision to the 
short form of accountants’ certifi- 
cate. This information is contained 
in Bulletin No. 5 of a recently in- 
augurated series of statements on 
auditing procedure issued by this 
committee, and may be obtained at 
the office of the Institute, price 10c. 

In commenting upon its suggested 
revision, the Committee states that 
“the correspondence (with the 
S.E.C.) indicates that a certificate 
would be acceptable to the Commis- 
sion in the normal case if it takes 
the following form: 

“We have examined the bal- 
ance-sheet of the XYZ Company 
as of February 28, 1941, and the 
statements of income and surplus 
for the fiscal year then ended, 
have reviewed the system of in- 
ternal control and accounting pro- 
cedures of the company and, with- 
out making a detailed audit of the 
transactions, have examined or 





tested accounting records of the 
company and other supporting 
evidence, by methods and to the 
extent we deemed appropriate. 
Our examination was made in ac- 
cordance with generally accepted 
auditing standards applicable in the 
circumstances and included all pro- 
cedures which we considered neces- 
sary. 

“In our opinion, the accom- 
panying balance-sheet and related 
statements of income and surplus 
present fairly the position of the 
XYZ Company at February 28, 
1941, and the results of its opera- 
tions for the fiscal year, in con- 
formity with generally accepted 
accounting principles applied on a 
basis consistent with that of the 
preceding year.” 


In their correspondence with the 
Commission, the Committee pro- 
posed that the sentence italicized 
above be preceded by the words “in 
our opinion”, and emphasized the 
fact that the new language must be 
based on opinion. The Commission, 
without questioning the fact, em- 
phasized by the committee, indicated 
that it regarded the new sentence as 
“a positive representation consis- 
tent with the implied representation 
he (the accountant) makes by hold- 
ing himself out as a_ professional 
and expert accountant or auditor,” 
and said that the proposed use of 
the words “In our opinion” appeared 
to be inconsistent with section (b) 
(i1) of the rule. 

The bulletin also points out that 
the suggested form is identical with 
that included in the report “Exten- 
sions of Auditing Procedure,” ex- 
cept for the addition of the itali- 
cized sentence in the first paragraph. 
This sentence adopts language sub- 
stantially identical to that used in 
subsection (B) (ii) and (B) (iii) of 
the rule. 


* See Accounting Series Release No. 21, page 329 of the February, 1941 issue of 
Tue New York CERTIFIED PuBLIC ACCOUNTANT. 
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Successful Candidates in New York State 


C.P. A. Examinations, October, 1940 


HE names of all persons who passed the October, 1940 examinations 
given by New York State to those who would become Certified Public 
Accountants have been received by the Society from the State Education 


Department. 


These successful candidates are now eligible for a certificate as a C. P.A. 
provided they have submitted satisfactory evidence to the Education Depart- 
ment of the State of good moral character and evidence of academic and 


professional qualifications for the public practice of accountancy. 


The list is as follows: 


Abrams, Herbert 
Acheson, William 
Angel, Myron 
Aptakin, Murray 
Arnstein, William, E. 


Baer, Morris J. 
Ball, William A. 
Barnes, Warren W. 


Bastable, Charles W., Jr. 


Batzer, Kirk 

Bayer, Milton 
Becker, Seymour 
Belkin, Hyman 
Bench, Harold 
Benjamin, Abraham M. 
Berg, Leo 

Berg, Milton 
Bergfleth, Gustave 
Berkman, Murray 
Berkowitz, Henry B. 
Berkowitz, Julius 
Berlfein, Harold M. 
Bernegger, Joseph H. 
sieter, Joseph G. 
Binder, Morton 
Binder, Sidney W. 
Blitzer, Leo 

Blume, Philip H. 
Blumenfeld, Abraham 
Bosse, Robert H. 
Briggs, Lloyd G. 
Brown, Frank M., Jr. 
Brown, Samuel 
Bucholz, Morris 
Buckner, Seymour D. 
Buhl, Charles J. 
Burke, Eugene F. 
Burke, James E. 
Burke, Martin L., Jr. 
3urke, Thomas 

Byer, Samuel 


Chafitz, Nathan 
Chazin, Meyer 
Citron, Myron 
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3505 Broadway, New York City 

Pelham Biltmore, Pelham Manor, N. Y. 
1905—82nd Street, Brooklyn, N. Y. 
1000 E. 172nd Street, Bronx, N. Y. 

10 E. 85th Street, New York City 


282 Broome Street, New York City 

240 Allen Park Place, Oneida, N. Y. 

124 E. Lincoln Avenue, Roosevelt, N. Y. 
418 W. 260th Street, Riverdale, N. Y. 

5 W. 68th Street, New York City 

945 E. 181st Street, New York City 

79 Washington Street, South River, N. J. 
3606 E. Tremont Avenue, New York City 
239 Ocean Avenue, Brooklyn, N. Y. 

265 Quentin Road, Brooklyn, N. Y. 

521 Wyona Street, Brooklyn, N. Y. 

237 W. 20th Street, New York City 

68 William Street, New York City 
135-30—232nd Street, Laurelton, N. Y. 
2701 Valentine Avenue, Bronx, N. Y. 
1550—41st Street, Brooklyn, N. Y. 

1755 Eastburn Avenue, Bronx, N. Y. 
1021 Putnam Avenue, Brooklyn, N. Y. 


34-10—84th Street, Jackson Heights, N. Y. 


1136 Sherman Avenue, New York City 
285 Schenectady Avenue, Brooklyn, N. Y. 
1210 Elder Avenue, Bronx, N. Y. 

2240 Tiebout Avenue, Bronx, N. Y. 
2685 Valentine Avenue, Bronx, N. Y. 
3816 Avenue J, Brooklyn, N. Y. 
141-41—78th Road, Flushing, N. Y. 
1534 E. 17th Street, Brooklyn, N. Y. 
1290 Ocean Avenue, Brooklyn, N. Y. 
805 St. Marks Avenue, Brooklyn, N. Y. 
11 W. 42nd Street, New York City 
8020—4th Street, Brooklyn, N. Y. 
89-04—250th Street, Bellerose, N. Y. 
113-14—204th Street, Hollis, N. Y. 

438 W. 116th Street, New York City 
Westchester Avenue, Rye, N. Y. 

10 Monroe Street, New York City 


2109 Union Street, Brooklyn, N. Y. 
30 Journal Square, Jersey City, N. J. 
11 W. 42nd Street, New York City 
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Clark, E. Harold C. 
Clark, Robert P. 
Cohen, A. Hyman 
Cohen, Allan J. 
Cohen, Harry B. 
Cohen, Irving J. 
Cohen, Leo B. 
Cohen, Solomon 
Collins, Gregory V. 
Colvin, James G. 
Connolly, James J. 
Crean, Thomas J. 


Dahl, William J. 
Deering, John J. 
Delet, Abraham H. 
Delinsky, Joseph 
Dell, Julius 

Dick, Lawrence 
Dolgin, Bernard 
Dolid, Norman L. 


Doyle, Francis A. 


Eastman, Harold A. 
Edelson, Leonard 
Edwards, Allan A. 
Ehrlich, David 
Emanuel, Meyer M., Jr. 
Epstein, Leon 

Evens, Bernard 


Factor, Nathaniel J. 
Farrington, Joseph D. 
Feinsilber, Jacob 
Feldman, Philip Z. 
Fischgrund, Herbert B. 
Fishman, Herman J. 


Fleckenstein, Edmund A. 


Fleischman, Leo. H. 
Frank, Jurgen 
Frank, Paul P. 
Frank, Samuel 
Freelove, Arthur F. 
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New Concepts of Accounting Responsibil- 
ities—From the Point of View of the 
Accounting Profession 


By Maurice E. Pevovuset, C. P. A. 


© far as principles are concerned 
there have been no new basic 
concepts of accounting responsibili- 
ties developed in the past few years. 
The old ones have, perhaps, become 
more sharply defined and have be- 
come more widely understood and 
accepted by the accounting profes- 
sion and the public. But it must not 
be forgotten that these basic con- 
cepts are as old as the profession 
itself. The accountant and auditor 
now considers, and has since the in- 
ception of his profession considered, 
that he is responsible for: 
(1) Doing his work adequately and 
satisfactorily under the circum- 
stances of his engagement. 


(2) Keeping confidential all infor- 
mation which comes to his 
knowledge except such as third 
parties are specifically entitled 
to. 

(3) Giving those by whom he is em- 
ployed a full and fair statement 
both of the facts and his opinion 
on matters falling within his 
province. 

(4) Making certain that such infor- 
mation as he obtains which is 
to be presented to third parties 
or to the public is a fair state- 
ment of fact and opinion and is 
at least as comprehensive as 
those third parties are entitled 
to. 

(5) When requested to do special 


or unusual work, making sure 
that such work will be of real 


value to the client and that it 
is within the scope of his powers. 
(6) Refusing to undertake or com- 
plete any work that must be 
done under conditions which 
will make it impossible for him 
to fulfill his responsibilities in a 
manner satisfactory to him. 


Here we have what might be called 
the whole duty of the accountant in 
summary form. 

I believe that there are none of 
these basic concepts which are not 
expressed or implied in the earliest 
literature of the profession. It is 
true that the emphasis placed on 
these concepts has changed some- 
what as compared to what it was 
thirty or forty years ago. At that 
time there was more stress laid on 
the confidential nature of the ac- 
countant’s relation with his client 
and somewhat less stress was put 
on the accountant’s responsibility 
to third parties, although at no time 
was the moral responsibility to third 
parties ignored or lost sight of. I 
think that many business men and 
accountants operating, say, in the 
first ten years of the century would 
be profoundly shocked and disturbed 
at the present demands for informa- 
tion to be given to the public or 
to third parties, particularly public 
bodies. Some of this was then re- 
garded as not only confidential but 
as almost fatal for competitive rea- 
sons for any one member of a trade 
or industry to disclose. 

We have arrived at our present 
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condition of what might be called 
almost complete corporate nudity 
by slow and gradual, if not easy, 
steps. The corporation has removed 
some of its swaddlings of secrecy 
voluntarily while other veils and gar- 
ments have been forcibly torn away 
until we now have the body and 
almost the bones of the corporation 
exhibited to the public gaze. Fortu- 
nately, this corporate exposure has 


usually revealed a vigorous and 
healthy body. Occasionally, evi- 
dences of malnutrition, improper 
diet or unsuspected disease have 


been uncovered and generally these 
have been cured or corrected. This 
process has been continuing for a 
long time, certainly for some years 
before 1933, and it has been going 
on, for the most part, with the active 
help and always with the approval 
of the accounting profession. 

All of us remember the terrific im- 
pact on the business public and the 
accounting profession of the Mc- 
Kesson & Robbins case in December 
1938. Just two years later the Se- 
curities and Exchange Commission, 
pursuant to an order of December 
29, 1938, published its report. This 
is a document of five hundred pages 
and, in form and manner of pre- 
sentation, is an outstanding example 
of report writing. There has been 
some impatience exhibited over the 
Commission’s delay in publishing its 
report and criticisms have been 
made which seem, to me at least, 
unwarranted. The great danger 
after the case “broke” was not that 
it would be hushed up or that ac- 
tion would be delayed but that ill- 
considered rules might be formu- 
lated or that some other hasty action 
might be taken. 

In any event, the fate of those 
accused of the conspiracy, the leader 
of which and the head of the com- 
pany had already committed suicide, 
was a matter of small moment com- 
pared to the effect of the case on 
the business and the financial pub- 
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lic and the accounting profession. 
There was also little danger that 
the accounting profession would 
fail to recognize the seriousness of 
the situation. In fact, the principal 
accounting organizations _ started 
consideration of the case almost im- 
mediately and had arrived at their 
conclusions long before the Securi- 
ties and Exchange Commission had 
presented its final report. It is com- 
mon knowledge that the Commis- 
sion was in close touch with the 
committees of the accounting or- 
ganizations which were working to 
formulate the statements and recom- 
mendations which the case seemed 
to require and the views of the Com- 
mission were well, if unofficially, 
known to all those concerned. 


The appearance of the Commis- 
sion’s report now, after the tumult 
and shouting—and when I say tu- 
mult and shouting, I mean this in 
a literal as well as a metaphorical 
sense—has died down, should not 
be considered as an anti-climax. It 
is rather a summation of the last 
two years’ work of the Commission 
and the profession. There is little 
in the report which is unexpected, 
either in the subject matter, or the 
conclusions. The extensions of audit 
procedure approved by the American 
Institute of Accountants, the New 
York State Society of Certified Pub- 
lic Accountants and many of the 
other State Societies are recognized 
as desirable by the Commission and 
their conclusions on specific audit- 
ing procedures are in harmony with 
them. Many other bodies, Stock Ex- 
changes, the National Association 
of Cost Accountants, the National 
Association of Manufacturers, the 
Controllers Institute of America, 
Credit Men’s Associations, The 
Robert Morris Associates and other 
similar groups have given their co- 
operation to the profession. 

It would take more time than we 
have at our disposal now to examine 
the Commission’s report exhaus- 
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tively but some features should be 
looked at particularly. 


On the appointment and responsi- 


bility of the auditors the Commission 
has this to say: 


“1. Election of the auditors for the 

current year by a vote of the 
stockholders at the annual meet- 
ing followed immediately by 
notice to the auditors of their 
appointment. 
. Establishment of a committee 
to be selected from non-officer 
members of the board of direc- 
tors which shall make all com- 
pany or management nomina- 
tions of auditors and shall be 
charged with the duty of ar- 
ranging the details of the en- 
gagement. 

3. The certificate (sometimes called 
short-form report or opinion) 
should be addressed to the 
stockholders. All other reports 
should be addressed to the 
board of directors, and copies 
delivered by the auditors to 
each member of the board. 

4. The auditors should be required 
to attend meetings of the stock- 
holders at which their report is 
presented to answer questions 
thereon, to state whether or not 
they have been given all the 
information and access to all 
the books and records which 
they have required, and to have 
the right to make any state- 
ment or explanation they desire 
with respect to the accounts. 


5. If for any reason the auditors 
do not complete the engage- 
ment and render a report there- 
on, they shall, nevertheless, 
render a report on the amount 
of work they have done and the 
reasons for non -completion, 
which report should be sent by 
the company to all stockholders. 


bo 


In approaching his work with 
respect to companies which file 
with us or in which there is a 
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large public interest, the auditor 
must realize that, regardless of 
what his position and obligations 
might have been when reporting 
to managers or to owner-managers, 
he must now recognize fully his 
responsibility to public investors 
by including the activities of the 
management itself within the 
scope of his work and by report- 
ing thereon to investors. The 
adoption of a program such as 
that outlined above should serve 
to secure recognition of these 
newly emphasized obligations of 
the auditor to public investors.” 


The profession can agree com- 
pletely with the purpose and intent 
of the statement of the Commission. 

The Commission’s views on cer- 
tificates are: 

“ck * * We are of the opinion 
that the form of the accountant’s 
certificate should be amended to 
include in addition to the descrip- 
tion of the scope of the audit a 
clear certification that the audit per- 
formed was, or was not, adequate 
for the purpose of expressing an 
independent opinion in respect to 
the financial statements. If any 
generally accepted procedures are 
omitted these should be named 
together with the reasons for their 
omission. Exceptions to the scope 
of the audit or to the accounts 
must be clearly designated as 
‘exceptions’”. The profession is 
giving and will give these views 
its most serious consideration. 


The Commission’s enlightened 
preference for the exercise of re- 
sponsible judgment as opposed to 
following prescribed rules or pro- 
grams is  well-expressed in the 
report: 

“We have carefully considered 
the desirability of specific rules 
and regulations governing the au- 
diting steps to be performed by 
accountants in certifying financial 
statements to be filed with us. 
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Action has already been taken by 
the accounting profession adopt- 
ing certain of the auditing proce- 
dures considered in this case. We 
have no reason to believe at this 
time that these extensions will not 
be maintained or that further ex- 
tensions of auditing procedures 
along the lines suggested in this 
report will not be made. Further, 
the adoption of the specific recom- 
mendations made in this report as 
to the type of disclosure to be 
made in the accountant’s certifi- 
cate and as to the election of ac- 
countants by stockholders should 
insure that acceptable standards 
of auditing procedure will be ob- 
served, that specific deviations 
therefrom may be considered in 
the particular instances in which 
they arise, and that accountants 
will be more independent of man- 
agement. Until experience should 
prove the contrary, we feel that 
this program is preferable to its 
alternative—the detailed prescrip- 
tion of the scope of and proce- 
dures to be followed in the audit 
for the various types of issuers of 
securities who file statements with 
us—and will allow for further con- 
sideration of varying audit proce- 
dures and for the development of 
different treatment for specific 
types of issuers.” 


The Commission defends the test- 
ing and sampling method which is 
the usual audit practice in this 
country. It states: 


“The inference to be drawn 
from this position and from state- 
ments made by others in connec- 
tion with this case is that a de- 
tailed audit of all transactions as 
distinguished from an examina- 
tion based on tests and samples 
would have been necessary to re- 
veal the falsification. However, as 
we view the situation in this case, 
a detailed audit of all transac- 
tions carried out by the same staff 
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would merely have covered a 
larger volume of the same kinds 
of fictitious documents and trans- 
actions * * * 

In short, * * * failure to un- 
cover the gross overstatement of 
assets and of earnings in this case 
should not, in our opinion, lead 
to general condemnation of recog- 
nized procedures for the examina- 
tion of financial statements by 
means of tests and samples.” ~ 
Throughout, the Commission has 

taken the position that the account- 
ant is required to go beyond the 
books and possibly even beyond the 
procedures required under the exten- 
sions of auditing procedure recom- 
mended by the various accounting 
organizations so far as the investi- 
gation of new clients and the rela- 
tion of a particular client to the in- 
dustry in which he is engaged are 
concerned. This, of course, is nothing 
new, but it can hardly be reduced 
to specific procedures or instruc- 
tions. About all that can be said is 
that sufficient investigation of a new 
client should be made to satisfy the 
accountant of his general standing 
and the accountant should have a 
sufficient knowledge of the trade or 
industry in which the client is en- 
gaged to form some opinion of the 
general reasonableness of the trans- 
actions which the client’s  state- 
ments purport to cover. Just how 
and to what extent investigations 
of this sort should be made is a ques- 
tion of judgment and it is the sort 
of judgment which must be applied 
by a principal of the firm to each 
particular case. 

In our own firm, I am not sure 
that we could prove by documentary 
evidence that we know the personal 
history of any of the officers of our 
clients. On the other hand, I am 
quite certain that some one of our 
partners could give a fair, rough 
biography of almost any important 
official of the corporations which 
we audit. I would not care to see 
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any specific requirement on these 
points, not because it would necessi- 
tate more investigation, but because 
it might excuse less. Present audit 
procedures should be sufficient to 
disclose any fraud or irregularity 
sufficient in amount to affect mate- 
rially the integrity of the accounts 
arising from the acts of subordi- 
nates, employees and those who do 
not make decisions of policy. 

On the other hand I do not think 
the business and financial public nor 
those government departments to 
whom corporations may be respon- 
sible should assume that present 
audit procedures are adequate to de- 
tect, in every case and within a 
comparatively short time, the re- 
sults of forgeries or of conspiracy 
between executive officers or be- 
tween executive officers and out- 
siders. 

There are certain situations in 
which it is difficult to think of any 
audit procedure which would de- 
tect a fraud based on executive con- 
spiracy or forgery. For instance, if 
an auditor received a statement or 
letter from an existing and well 
known trust company, over the 
genuine signature of an existing 
officer stating that the trust com- 
pany held certain securities as the 
property of the client company as 
of the date of the audit and if the 
auditor verified that all interest and 
dividends on the securities had been 
duly received and deposited, it would 
be difficult to imagine what further 
audit procedures could be required. 
However, under these circumstances, 
it would be quite possible, through 
a conspiracy of almost childish sim- 
plicity compared to the unbelievably 
elaborate complications of Coster- 
Musica, that all securities covered 
by the certificate would have been 
stolen some time previous to the 
date of the audit and that the fraud 
could have been concealed for a 
long time after it had been com- 
mitted. All that would be required 
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would be for the treasurer of the 
company and the trust officer of 
the trust company to be in collu- 
sion. If the securities were all bearer 
bonds they could be delivered to the 
trust officer, the trust officer could 
dispose of them, the treasurer could 
deposit in a company account the 
monies due for interest and the trust 
company officer could prepare all 
the necessary correspondence and 
statements on stationery of the trust 
company over his signature. If the 
securities happened to be stocks en- 
dorsed in blank by the treasurer, 
a not unusual method of carrying 
marketable securities, these also 
could easily be disposed of, money 
for dividends paid in and the treas- 
urer of the company and the trust 
officer could resign at some conven- 
ient date, say, just after the audit 
and could be many thousands of 
miles away before anything wrong 
was discovered or the fraud could 
be continued as long as the income 
nominally receivable was paid by 
the conspirators. Examples of con- 
spiracy and forgery involving se- 
curities which no ordinary audit 
procedure would discover could easily 
be multiplied. 

Fixed assets are not generally 
thought of as particularly good sub- 
jects for looting but forgery and 
executive conspiracy could make 
away with plant and buildings as 
easily as cash or securities could be 
stolen. Without going into all the 
detail, consider the possibility of a 
mortgage not entered on the cor- 
poration’s books, the monies for 
which were received by the officers, 
the possibility of keeping duplicate 
minute books and the comparatively 
simple series of forgeries required to 
divert the proceeds of such a mort- 
gage into the hands of the officers. 

How much should be done, what 
inquiries should be made or can be 
made, as Sir Thomas Browne says 
“Though puzzling questions are not 
beyond all conjecture.” For instance, 
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any accountant would possibly hesi- 
tate to take up the audit of a com- 
pany the president of which was in- 
volved in, say, a questionable real 
estate development, who had heavy 
stock market commitments and who 
lived in an expensive and ostenta- 
tious manner. It might not prevent 
the accountant from doing the work 
but he would look for different 
things in the audit and his procedure 
would be different from that which 
would be adopted if the president 
were a quiet gentleman interested in 
nothing outside of his business but 
colored photography and_ string 
quartets. Similarly, a man who had 
worked for one corporation all his 
life and had risen to a high office 
would be differently regarded than 
a promoter heading the one success- 
ful enterprise of the large number 
which he had launched. 

The accountant should know some- 
thing about the policy making off- 
cials with whom he deals. The man- 
ner of acquiring his knowledge and 
its extent is something which must 
be left to his judgment. The fact 
that executive conspiracy and fraud 
cannot be expected to be discovered 
promptly and certainly by ordinary 
audit procedures is not a reason for 
disregarding them. It is rather a 
reason for additional alertness in the 
application of ordinary procedures 
but the accounting profession must 
not hold out nor must it allow others 
to hold out that the accountant pos- 
sesses clairvoyant powers or that he 
is doing detective work. 

It should be understood that the 
ordinary audit is performed on the 
general basis that the auditor has 
satisfied himself that he is dealing 
with a concern which is carrying on 
a genuine and legitimate business 
and that, prima facie, its officers are 
ordinarily capable and_ ordinarily 
honest and that there are not too 
many deviations from what is gen- 
erally considered to be satisfactory 
corporate organization. 
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It is here that the functions of the 
public accountant and the controller 
meet. In a properly organized cor- 
poration, the controller is primarily 
responsible for the correctness of the 
corporation’s statements and repre- 
sentations. The possibility of fraud 
in the McKesson & Robbins case 
was, to some degree at least, trace- 
able to the weaknesses of the con- 
troller’s department and to devia- 
tion from now generally recognized 
standards of the controller’s duties 
and obligations. 

Present standards of controller- 
ship, such, for instance, as those held 
out desirable by the Controllers In- 
stitute in its official publications, 
were certainly not as well-recog- 
nized by the business and financial 
public at the time of the McKesson 
& Robbins case as they are now, 
even though they may have existed 
in the minds of some controllers and 
corporate managers. 

If only a small part of the now 
generally recognized responsibilities 
of a controller had been assumed by 
the unfortunate incumbent in the 
McKesson & Robbins organization, 
and if these responsibilities had been 
only partly carried out, it is incon- 
ceivable that the discovery of con- 
ditions as eventually disclosed could 
have been prevented or even greatly 
delayed. 

The Securities and Exchange Com- 
mission places the primary respon- 
sibility for the correctness of records, 
statements and representations on 
the corporation which responsibil- 
ity is necessarily exercised through 
the controller. Accountants every- 
where are glad to see signs that more 
controllers are assuming the respon- 
sibilities properly belonging to them. 

The position of the controller as 
a sort of super bookkeeper under the 
control and domination of executive 
officers, as was apparently the case 
in McKesson & Robbins, is, I believe, 
happily becoming more and more a 
thing of the past. 
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and the ideal is being 


Ideally 
more and more frequently met in 
practice—the controller should be 
responsible directly to the board of 


directors. Operating and_ policy 
making officials should consult with 
him but they should have no speci- 
fic authority over him, the relation 
being rather that of heads of inde- 
pendent departments. This position 
should bring about frequent consul- 
tation and close co-operation be- 
tween the controller and the operat- 
ing and policy making officials and it 
is to be assumed that in general the 
controller will be able to maintain 
his position without friction or diff- 
culty. However, if a time should 
come when there is a definite dis- 
agreement between the controller 
and an operating or policy making 
official, it should be the duty of the 
controller to report directly to the 
board of directors. 

It is both easy and highly bene- 
ficial to each for the public account- 
ant to co-operate with the controller 
who maintains such a position. The 
controller has many advantages not 
generally available to the public ac- 
countant. He has a detailed knowl- 
edge of the business and he is in 
constant contact with its operations. 
The public accountant cannot possi- 
bly have such close contact. The 
auditor’s function in an organiza- 
tion where the controller carries out 
his own functions fully should be 
critical and advisory. He should co- 
operate with the controller on the 


scope and organization of internal 
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audit work and on internal check and 
control. Obviously, with close co- 
operation between the controller and 
accountant, there will be a minimum 
of lost motion and unnecessary work 
in the audit. 

There are, perhaps, certain com- 
paratively unimportant functions of 
the public accountant and controller 
which overlap. The basic and im- 
portant ones cannot. The controller 
is responsible for the accounting or- 
ganization of the corporation and for 
the detail operation of internal check 
control and internal audit as well as 
for the correctness of statements 
and representations of the corpora- 
tion on the basis adopted by the cor- 
poration. The independent public 
accountant is responsible for the re- 
view of the basic accounting princi- 
ples employed and for the carrying 
out of an audit sufficient to give him 
an adequate basis for forming an 
opinion on whether the statements 
and accounts give a generally cor- 
rect view of the corporation’s posi- 
tion and of the adequacy of internal 
check, control and audit. 

There are probably more new con- 
cepts connected with the function of 
the controller than there are with 
that of the public accountant. How- 
ever, whether they are new or old 
is of little importance. The main 
point is that if the public accountant 
and the controller work together suc- 
cessfully, the corporation’s property 
will be adequately safeguarded and 
its statements and accounts will be 
reliable. 
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HE papers and discussion which follow were presented at a special 

technical meeting on the evening of October 16, 1940, at the Engineer- 
ing Auditorium, New York City, under the direction of the Technical Com- 
mittee on Cost Accounting, of which Marshall Granger is Chairman. 


Manufacturing Overhead, Its Accumulation and Distribution 
By H. Mytes Jacos, C. P. A. 


This talk on ‘Manufacturing Over- 
head, Its Accumulation and Distribu- 
tion” is intended primarily as a spark 
to touch off discussion in the forum 
to follow. It is not intended that 
any of my comments are to be inter- 
preted as rules, for each different 
problem of overhead distribution de- 
serves specialized and_ individual 
consideration. 

Just what is manufacturing over- 
head? It is composed of costs of 
manufacture other than direct labor 
and material. It excludes selling ex- 
pense, administration expense, et 
cetera, not usually a part of produc- 
tion cost. 

The old idea was that overhead 
was a dark and disreputable jumble 
of expenses other than direct labor 
and material. Regarded as an ever- 
present yet not-too-necessary evil, 
all items of overhead were lumped 
and summarily treated to a distribu- 
tion based on a mystic relation to 
direct labor cost. The items of pro- 
duction cost, not so treated, sneaked 
into the profit and loss account as 
“Other Expenses”. 

With time and thought the con- 
cept is changing, and now most ac- 
countants recognize manufacturing 
overhead as a collective term apply- 
ing to the expense of furnishing a 
large number of services essential to 
manufacturing. Furthermore, the 
effort is to make those services all 
appear in manufacturing cost rather 
than being shown as a charge to P. 
and L. 

Today, more than ever, can we see 
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the trend toward increasing use of 
labor saving machinery. With that 
trend, overhead—the wage of the 
machine — becomes a constantly 
more dominant factor, a major part 
of manufacturing cost. 

With all this in mind, we can look 
with critical eye upon the practice 
of lumping overhead and distribut- 
ing it by some arithmetically con- 
venient method. True, such method 
makes each product or process bear 
some overhead, yet the apportion- 
ment is made without considera- 
tion of the essential nature of the 
expense, of the service rendered, or 
of the product or process benefited. 

Our problem, then, is to accumu- 
late our overhead expenses—all of 
them, examine their nature, their 
bearing on the productive process, 
and thereby make an informed dis- 
tribution to production cost. 


Accumulation 


Overhead expenses seem to fall 
naturally into groups. If we con- 
sider such groupings in an accumu- 
lation, we are well on the way to a 
proper distribution. 

For example, “Provision of Manu- 
facturing Space” would embrace 
rent, taxes, building maintenance, 
heating, etc.—The entire cost of fac- 
tory space. 

The group “Labor Overhead” 
might embrace superintendence, com- 
pensation insurance, safety expense, 
employee benefits, etc. 

“Power” would represent its pur- 
chase cost, or the all inclusive ex- 


March 











Cost Accounting 


pense of generation, plus the cost of 
distribution. 

“Maintenance of Machinery and 
Equipment” might be another head- 
ing. 

“Storage and Supply Expense” 
could be a division in which the cost 
of running the stock-room, supply 
warehouse, etc. is accumulated. 

“Inter-Plant Transportation” 
would be the meeting place of tram- 
ming, conveying, elevator, trucking 
and similar costs. 

The above groups are but exam- 
ples—there are many more, differ- 
ently constituted, depending entirely 
upon the type of manufacturing and 
the kind of expense. 





Distribution 

What is the problem of distribu- 
tion? It is to allocate the expenses 
already accumulated in such a way 
that they become a part of product 
or process cost in the most reason- 
able and equitable manner, with due 
regard for their part in the produc- 
tive process and without burden- 
some clerical effort and expense. 

Among the procedures preferred 
by many of the best cost accountants 
is so-called “Normal Overhead”. I 
will do no more than mention the 
subject, which will be discussed by 
Mr. Leahy in his paper. 

It would be folly to try to lay 
down rules for the distribution of 
overhead, for fundamentally it is a 
problem of analysis and discretion. 
The methods of distribution are lim- 
ited only by the nature of the job, 
your ingenuity and your thorough- 
ness. 

The best method of approach is to 
ask yourself, “How is this expense 
related to the manufacturing pro- 
cess?” In many cases you will find 
that time, or an element representa- 
tive of time, is the connecting link. 
For example, labor time, expressed 
in man-hours or as direct labor cost, 
provides a good basis for distribu- 
tion of some items of overhead. The 
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group “Labor Overhead” mentioned 
before is one. 

Machine running time, expressed 
as machine-hours, or in some cases 
as quantity of production, provides 
another favorite basis for distribu- 
tion. This might be used to allo- 
cate “Maintenance”. 

Material volume, or cost, might in 
some cases be used to distribute 
“Storage and Supply Expense,” “In- 
ter-plant Transfer Expense” and 
similar items of overhead. 

Space occupied may be the method 
by which to distribute “Storage and 
Warehouse Expense” and “Provi- 
sion of Manufacturing Space.” 

The foregoing have been cited as 
examples; there are many others, 
and many combinations. 


Why Bother? 


The logical question might be 
asked, “Why go to all this trouble?” 
The answer is primarily that over- 
head is usually of large amount and 
is as much a cost of production as 
is direct labor or material. Obvi- 
ously, the best manufacturing policy 
cannot be followed if the real eco- 
nomic costs are not known. Neither 
can a fair and workable price policy 
be evolved. These factors of pro- 
duction cost and selling price have 
a tremendous effect upon profit, and 
in the last analysis cost accounting 
is of benefit to a manufacturer only 
as it aids him to operate at a profit. 

Another consideration which may 
help to point the way to profitable 
operation is a segregation of fixed 
and variable overhead. Obviously, 
as production expands beyond nor- 
mal levels, fixed overhead will de- 
crease per unit of product. Examina- 
tion along these lines may point to 
the desirability of encouraging in- 
creased volume for certain products, 
or a varying proportion of production 
between various products. For ex- 
ample, a low profit item at expanded 
production may increase profits by 
absorbing fixed overhead and caus- 
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ing but small increase in variable 
overhead. 

Fixed and variable overhead leads 
naturally to a mention of the prob- 
lem of the overhead to be distributed 
to the cost of maintaining idle facili- 
ties. This, too, is an important ques- 
tion profit-wise. A business bur- 
dened with useless, idle facilities, will 
force itself out of a competitive price 
market if its selling prices are based 
on costs loaded with idle plant ex- 
pense. Also, a manufacturer will 
consistently under-price his product 
if he ignores the fact that mainte- 
nance of a certain amount of reserve 
plant is a current production cost. 


Another profit possibility is inher- 
ent in a careful distribution of over- 
head costs. Many overhead costs 
are taken for granted when not 
shown as a part of product and pro- 
cess cost, and the analysis upon 
which a distribution is based may 
turn up duplications of effort, over- 
lapping functions and needless ex- 


penses. Furthermore, a group of 
operating foremen, all vociferously 
proclaiming the gross unfairness of 
the overhead charged to their de- 
partments, may point the way to 
paring of overhead costs. 


Summation 

Overhead accumulation is the 
problem of recognizing overhead 
items and gathering them _ into 
groups best susceptible to joint dis- 
tribution. 

Overhead distribution is the prob- 
lem of making overhead expenses 
bear on product or process in the 
most reasonable and exact manner, 
at a cost which is commensurate with 
the benefits to be realized. 

The function of overhead accumu- 
lation and distribution is important 
to management because it has a great 
influence on production and selling 
policies. It is important to public 
accountants because one of the sur- 
est ways to keep a client happy is 
to help him operate profitably. 


Standard Costs—Construction and Application 
By WituraM G. Leany, C. P. A. 


Because of the short time at our 
disposal this evening, I think it is 
advisable to approach our subject 
by discussing general principles 
which underlie all standard cost sys- 
tems. After all, the principles re- 
main the same, and if we have a 
good understanding of them we can 
work out the details. 

As you all know, a standard cost 
system is an organized procedure 
which enables the compilation and 
comparison of summary totals of 
actual and standard costs of produc- 
tion. Actual costs of production are 
the costs of direct materials used, 
the wages of direct labor, and the 
costs of factory overhead. The 
standard costs of production are ob- 
tained by costing and extending the 
number of units produced at the unit 
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standard costs of direct materials, 
direct labor and factory overhead. 
The differences between the actuals 
and standards are called cost varia- 
tions. 

We find, therefore, three things 
which are necessary for the opera- 
tion of a standard cost system. 
First, production; that is to say, the 
quantities produced must be re- 
ported. Second, the actual costs of 
direct materials, direct labor and 
factory overhead applicable to that 
production must be obtained separ- 
ately. And third, a file of unit 
standard costs of direct materials, 
direct labor and factory overhead 
must be available. 

I will discuss these in the order 
mentioned. Practically all products 
go through many operations and 
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stages, in the course of manufacture. 
Production is usually reported by 
stages, including, of course, the final 
stage which leaves a finished product. 
In some cases, especially if daily 
control reports are required, produc- 
tion may be reported at each opera- 
tion. Conditions in the individual 
plants and requirements of close con- 
trol coupled with practical ability to 
get actual costs, will determine the 
frequency of and the points at which 
production is to be reported. It is 
obvious that there cannot be any 
comparison of actual and standard 
costs, if you cannot get the actual 
costs. 

Production reports are obtained 
and costed at these stages to deter- 
mine fluctuations in work in process 
inventories and to obtain compari- 
sons which are useful in controlling 
factory operations. The more often 
such comparisons are made, the 
greater amount of clerical work will 
be entailed. It would be inadvisable 
to incur this expense unless the 
utility of the data warranted it. For 
accounting purposes, reports of fin- 
ished products might suffice, if it 
were possible to get the fluctuations 
in the work in process inventories. 

When we speak of actual costs in 
connection with a standard cost sys- 
tem, we do not mean the collection 
of job costs under work orders. On 
the contrary, actual costs are col- 
lected in totals in the work in process 
accounts, and separate accounts usu- 
ally are kept for direct materials, 
direct labor, and factory overhead. 

Materials in process accounts may 
be arranged by classes of materials, 
by processes, or by classes of product. 
Direct labor accounts may be ar- 
ranged by departments or manufac- 
turing centers, or by product class 


accounts. In some cases both ar- 
rangements may be used. Direct 


labor is first debited to departmental 

accounts and subsequently trans- 

ferred to product class accounts. 
Mr. Jacob has just told you how 
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factory overhead is recorded and 
distributed in the departmental ex- 
pense accounts. I will say, the total 
departmental expenses are collected 
in departmental expense accounts 
and all, a portion thereof, or a greater 
amount are subsequently credited 
thereto and absorbed in the costs of 
production. When only a part is 
transferred, the remainder is com- 
monly known as unabsorbed over- 
head. When a greater amount is 
absorbed, the excess is termed over- 
absorbed overhead. To amplify or 
discuss consideration of absorbing 
overhead in costs would take up too 
much time, and I am obliged to go 
on to something else. 

The work in process accounts are 
an important part of the organization 
and construction of a standard cost 
system. They require careful plan- 
ning at the origination of the system 
in order to obtain cost variations that 
are relative and significant. This is 
especially true if you carry actual 
and standard costs and obtain ratios 
between the two. 

After planning the structure of the 
standard cost system the next im- 
portant step is to set up the files of 
standard costs. These usually con- 
sist of two sections. The first sec- 
tion is a file of base rates for mate- 
rials, direct labor and overhead. The 
second section comprises a file of 
unit standard costs which are com- 
puted from the base rates. The unit 
standard costs are used for costing 
production, goods sold and physical 
inventories. 

For materials, the base rates are 
merely lists of the kinds of materials 
and the standard price of each. The 
unit standard costs are obtained by 
multiplying the standard quantities 
of materials required to produce the 
item by the standard price. 

The standard quantity may be the 
gross quantity required to produce 
the unit, or it may be the net quan- 
tity contained in the finished unit. 

Salvage values of scrap, waste and 
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recovered materials, also have to be 
recorded in the standard unit costs, 
unless the amounts are not substan- 
tial and the small amount recovered 
may be treated either as other in- 
come or as a reduction of general 
factory expense. In some cases, 
however, recovery of materials is 
very important and substantial and 
must be computed in the standard 
costs. I am afraid, at this time, I 
cannot do more than mention the 
fact that these conditions are en- 
countered. There are many different 
factors involved which would re- 
quire time to discuss. 

The plan of wage payment in 
force in the plant will have a decid- 
ing influence on how the list of 
standard rates or base rates are made 
up for direct labor. Roughly, there 
are three general methods of pay- 
ment—hourly rates, straight piece 
rates, and incentive bonus systems. 

In the case of hourly rates all that 
is necessary is to make a list of the 
hourly rates for the different opera- 
tions. In the case of straight piece 
rates the rate paid obviously is the 
standard base rate. When an in- 
centive bonus plan is in force the 
situation is a little more difficult. 
Such plans usually establish stand- 
ard time very clearly, but have lower 
rates for the amount of production 
the operator produces in excess of 
the expected par. Accordingly there 
are not any fixed hourly rates or 
fixed piece rates in existence. How- 
ever, a study of the system and local 
conditions should enable the deter- 
mination of a correction factor to be 
used and lists of base rates ex- 
pressed either as hourly rates or as 
piece rates can be made up. 

When hourly rates are used, stand- 
ard unit costs of direct labor are 
obtained by multiplying the quan- 
tity processed at each operation by 
the standard time and then by the 
hourly base rate. When piece rates 
are used, the quantity processed is 


360 


simply multiplied by the standard 
piece rate. 

Spoiled work may be expected in 
production of almost all products 
and, further, may be expected to 
happen at almost all stages or at 
almost any operation of production ; 
consequently, in order to produce 
100 good units, it is necessary to start 
with a greater number. For example, 
if we take an article which goes 
through three operations and five 
are spoiled each time, the first opera- 
tion is performed 115 times, the 
second 110 times, the third 105 times, 
in order to produce 100 good pieces. 
These declining quantities, there- 
fore, have to be figured for succeed- 
ing operations. 

I don’t want to convince you that 
you have to do that in every case; 
that isn’t correct. If the standard 
costs are intended to be estimated 
actual costs, it will be necessary to 
do so. On the other hand, if the 
standards are looked upon as meas- 
ures of ideal performance, it may 
not be necessary. 

The first step in setting up stand- 
ard overhead costs is to prepare a 
budget of factory expenses at a 
stated normal operating capacity 
level. The normal operating level 
may be expressed in quantities, man- 
hours, machine-hours, standard di- 
rect labor dollars, or a combination 
of several or all of them. There are 
many different opinions as to how 
this level should be established ; the 
main fact is, however, that it must 
be established regardless of method. 

As to the budget itself, it is merely 
an estimate of the expenditures and 
accruals of factory expenses, based 
on the selected level. Schedules 
are prepared in detail showing 
amounts by class of expense and in 
total for departments or burden 
centers. 

The standard overhead base rates 
are the normal factory expense rates. 
These are obtained by dividing the 
total budgeted expenses of a depart- 
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ment or a center by the total units 
in which the normal capacity is ex- 
pressed. For example, if the total 
budgeted expenses of a department 
are $10,000 and the normal capacity 
level is expressed as 20,000 man- 
hours, the normal expense rate is 
50¢ a man-hour. Of course, if the 
normal capacity level was 20,000 
pounds, it would be 50¢ a pound. 
Thus we may have standard over- 
head base rates per pound or per 
man- and machine-hour, or as a per- 
centage of standard labor. Which- 
ever way the rates are expressed 
they must result in the inclusion of 
a fair proportion of overhead in the 
standard costs, and this should be 
the deciding factor in determining 
what course to pursue. 

The unit standard costs for over- 
head are obtained by multiplying the 
standard quantity or the standard 
time by the standard rate, or if per- 
centages are used by applying 
the appropriate percentage to the 
amount of standard direct labor. 


Objectives of a Standard 
Cost System 

The foregoing is a very brief out- 
line of the bare essentials necessary 
to operate a standard cost system. 
The objectives are the results which 
we obtain from the operation, and 
these must be constantly kept in 
mind. Roughly, they may be classed 
as: (1) The ability to estimate rea- 
sonably accurate actual costs, (2) 
obtain reports which will assist the 
factory in keeping costs within due 
limits, (3) to supply accounting in- 
formation which enables the prepara- 
tion of periodic reports of profit and 
loss in total, by departments, by 
products or by territories and state- 
ment of inventory values for balance 
sheet purposes, and (4) to furnish 
accounting control of inventories. 


Factory Control Reports 


In addition to providing the ac- 
counting information which should 
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flow from a cost system, a well de- 
signed standard cost system fre- 
quently produces data which may be 
effectively used for the preparation 
of reports as a guide for factory ex- 
ecutives. These reports are prepared 
separately for materials, direct labor 
and overhead, and may be made up 
daily, weekly or monthly. They usu- 
ally show the amounts of actual and 
standard costs and the extent, direc- 
tion and an analysis of cost varia- 
tions. The principle of exceptions is 
employed ; that is to say, items which 
are running out of line stand out 
sharply and indicate the need of in- 
vestigation and possible action. If 
the figures show that expectations 
(or standard performance) are being 
accomplished, there may be no ne- 
cessity for a further detailed review. 


Analysis of Cost Variations 


Material costs vary due to prices 
paid, quantities used and substitu- 
tion. When prices paid are higher 
or lower than standard prices, the 
differences are called price varia- 
tions. When the quantities of mate- 
rials used are greater or less than 
the standard quantity, the differ- 
ences in costs are termed yield or 
usage variations. The yield varia- 
tion is deemed to be direct factory re- 
sponsibility, whereas price variation 
may not be. Both price and yield 
variations are easily developed. Sub- 
stitution or formula variations are 
more complicated, and frequently 
present quite interesting problems. 

Direct labor costs vary for reasons 
of rates paid, time taken (or produc- 
tivity) and on account of spoiled 
work or yield. All of these varia- 
tions can be developed, but it is 
sometimes difficult to determine the 
effect of spoiled work when an al- 
lowance is made in the standard 
costs. In this case, it is necessary to 
obtain the difference between the 
standard allowance and the actual 
spoilage cost. 

Overhead control reports are usu- 
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ally prepared for two purposes,—(1) 
over-all control, and (2) depart- 
mental control. In the first case, 
comparisons are made between ac- 
tual and standard, and the variations 
can be analyzed as to the three major 
causes, which are effectiveness of 
production, volume of production, and 
expenditure. Effectiveness variation is 
the difference in normal burden costs 
between the actual time taken to pro- 
duce the product and the standard 
time. It is obvious when the rate of 
production is greater than standard 
that a cost reduction results and, 
contra, if the rate of production is 
less than standard, the costs are ex- 
cessive. The volume of production 
variation is related to the capacity 
level. The more goods produced, 
the greater the amount of standard 
burden absorbed in the costs. The 
expenditure variation may be the 
difference between the actual 
amount of expenses and the budg- 
eted or standard amount. 

Departmental control reports are 
those submitted to the foremen of 
the factory. It has become the cus- 
tom to list, on these reports, only 
those expenses over which the fore- 
man exercises control. Sometimes 
such reports are prepared apart from 
the standard cost system, and com- 
parisons are made with budgeted ex- 
penses at the actual capacity oper- 
ated, and not with the standard ex- 
penses. The reason for this is that 
standard expenses vary directly with 
production, whereas the flexible 
budgets may not. 


Inventory Controls 


Accounting control of inventories 
is two-fold. Position (i.e. long or 
short) should be indicated. This re- 
quires proper classification in order 
that the balances may show undue 
accumulations or reductions of in- 
ventories. On the other hand, when 
physical inventories are taken and 
valued the differences between the 
balances in the accounts and the in- 
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ventory values should definitely in- 
dicate overages or shortages. If the 
clerical work is done properly, over- 
ages can hardly be expected. A 
standard cost system provides an 
excellent control of this nature. The 
debits and credits to the inventory of 
accounts are made at standard costs 
and therefore the balances represent 
the quantities on hand at standard 
cost. In order that this may be true, 
it is necessary, when standard costs 
are changed during the period, to 
take physical inventories and ad- 
just the inventory accounts for the 
total amount of the change. Phy- 
sical inventories are valued at stand- 
ard costs, and differences therefore 
will indicate inaccurate clerical work 
or shortages. Obviously, it is im- 
portant to know that there is an 
actual shortage. 


Types of Standard Cost Systems 


There are two types of standard 
cost systems, and they differ essen- 
tially in the treatment of cost varia- 
tions. One method is to carry the 
cost variations directly to profit and 
loss, and to state inventory values 
at standard costs. The other con- 
siders cost variations as part of the 
actual costs of production, states 
inventory values at actual costs, and 
carries a proportionate part of the 
cost variations, applicable to cost of 
goods sold, to the profit and loss 
account. When inventories are cus- 
tomarily stated at actual costs, the 
actual and standard costs are fre- 
quently carried in parallel columns 
in the accounts and the proportion 
of cost variation charged to cost 
of goods sold is determined by the 
ratio of actual to standard costs of 
the debits. 

3esides these differences in treat- 
ment of cost variations and handling 
of work in process and finished goods 
inventory accounts, there are en- 
tirely different concepts of what 
standard costs represent and what 
they are to be used for. In the first 
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method standard costs are intended 
to be precisely estimated actual 
costs. In the other, they are looked 
upon as basic measures and as tools 
for getting actual costs without too 


much detail. When needed, actual 
costs are estimated separately. 
Naturally, these different treat- 


ments and concepts will affect the 
construction of the standard cost 
system, especially form design and 
structure of in process and finished 
goods accounts. If standard costs 
are to be changed frequently, it is 
advisable to make provision for 
doing so on the standard cost forms. 
If cost ratios are used, the items in- 
cluded in an account should be of 
like nature and should be affected 
similarly by the cost variations. 

In spite of these wide differences 
in opinion and procedure, the prin- 


ciples which I previously outlined 
are common to both methods. The 
choice of type may be governed by 
individual preference and _satisfac- 
tion of the viewpoints of the man- 
agement of the individual company. 

There are many interesting phases 
of standard cost accounting which 
we do not have time to go into, but 
[ believe we have covered the 
elementary principles. Details of 
application, of necessity, have to be 
worked out for each individual plant. 
Methods of accounting for scrap, 
spoiled work, off grade qualities, by 
products, joint products, the treat- 
ment of over and under absorbed 
overhead, analysis of variations in 
profits are all interesting subjects 
for discussion and we could easily 
spend the evening on any one of 
them or some others not mentioned. 


Summary of Discussion 


Following the presentation of 
papers the meeting was thrown open 
for discussion, and the following 
points were brought out: 

The practice of including interest 
on investment as an element of cost 
is desirable under certain circum- 
stances, but is not as prevalent now 
as formerly. 

Under conditions where a variety 
of products flow through a depart- 
ment simultaneously, in order to 
prove the accuracy of standard costs 
it is not necessary to compile current 
material, labor and overhead ex- 
penses for each product or unit quan- 
tity and compare them with the 
standard cost of each. Adequate con- 
trol is provided by comparisons of 
total standard costs with total cur- 
rent costs for the department as a 
whole or for each class of products 
going through the department. 

The question was raised as to 
whether amortization of patents li- 
censes under patents, or royalties, 
payable as a percentage of sales 
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should be included in costs. The con- 
sensus was that these items might 
be included in costs in many in- 
stances. However, in valuing inven- 
tories, while amortization of patents 
should ordinarily be included as an 
item of cost, royalties or payments 
contingent upon sales should not be. 
The facts must govern the treatment. 
If amortization represents a propor- 
tional write-off of a previous ex- 
penditure, either in connection with 
development and securing of patents 
or obtaining a right to manufacture 
and produce, the charges are similar 
to depreciation or depletion, and con- 
stitute part of cost of production. 
On the other hand, if amortization 
represents the charging off of an ad- 
vance payment made solely in con- 
nection with the acquisition of a 
right to sell, it would be proper to 
consider it as part of distribution 
costs, and to exclude it from inven- 
tory values. 


The distinctions in accounting 
treatment of overabsorbed and 
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underabsorbed overhead when mak- 
ing up periodical financial reports 
during an annual accounting period, 
and when making final financial re- 
ports at the end of an annual ac- 
counting period, were discussed. It 
was brought out that at the end of 
the annual period, good practice is, 
under ordinary conditions, to con- 
sider overabsorbed overhead as a 
reduction of cost of production, 
which should be applied to inventory 
values, and to treat underabsorbed 
overhead as an item directly appli- 
cable to profit and loss. This con- 
servative practice, however, is not 
necessarily to be followed in mak- 
ing up monthly reports intended for 
managerial purposes. Seasonal 
variations and fluctuations in ac- 
tivity might result in over or under 
absorption of substantial amounts in 
different months, whereas at the end 
of the year, these might be averaged 
out with no substantial balance re- 
maining. In such cases, it might be 
found advisable to follow the prac- 
tice, in monthly or quarterly state- 
ments, of setting aside overabsorbed 
amounts and deferring underab- 
sorbed amounts. The importance of 
having a proper method of deter- 
mining whether the entire amount 


should be deferred or whether part 
should be considered as applicable 
to profit and loss was emphasized. 

In case of substantial increases in 
prices, if standard costs are changed 
and it becomes necessary to make an 
adjustment to inventory values, the 
amount of this adjustment must not be 
considered as an immediate profit. The 
amount should be treated as a de- 
ferred credit, and provision should be 
made to transfer a proper proportion 
to profits when the goods are ac- 
tually sold. Particular care is to be 
taken at the close of annual account- 
ing periods not to overstate inven- 
tory values by stating inventories at 
standard costs which are _ higher 
than actual costs. 

In the event of substantial price 
changes downwards, it is agreed that 
conservative practice requires ad- 
justment of inventories and charge- 
off of the amount involved. This 
problem is not one in connection 
with standard cost accounting. It 
would make no difference what kind 
of an accounting procedure was be- 
ing used because inventory write- 
downs are usually recognized as be- 
ing extraordinary items. The man- 
ner of display in financial reports 
should be such as to disclose all 
essential facts. 
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AT 
Auditorium, the following addresses were delivered by three prominent 
men. Mr. Bronsteen, Chairman of this Committee, selected these gentle- 


men for the reason that they have had a great deal of experience in bank- 
ruptcy work. 


a special technical meeting of the Committee on Bankruptcy Proce- 
dure held on the evening of October 30, 1940, at the Engineering 


The Accountant’s Role As a Fact Finder and As a Witness 
By Hon. Peter B. OLNEY 


An accountant should not be re- 
tained in a bankruptcy case as a 
matter of course. To authorize his 
retention, the receiver or trustee 
should show facts and circumstances 
indicating either that the bankrupt’s 
books and records are in such a 
neglected shape that they must be 
written up, or that the bankrupt’s 
financial transactions are of such 
nature as to need unraveling. 

Accountants play an important 
role in turn-over motions against 
those who the evidence indicates 
have converted assets belonging to 
the bankrupt estate. 

A turn-over motion is not some- 
thing to be embarked upon lightly by 
a trustee. It must be borne in mind 
that in order to prevail, the trustee 
has to sustain the burden of proving 
not only that the respondent has 
converted assets belonging to the 
bankrupt estate, but also that at the 
time the turn-over order is made the 
respondent has the property in his 
possession or under his control, and 
that he is able to comply with the 
turn-over order. The Supreme Court 
of the United States in the case of 
Oriel vs. Russell has held that the 
trustee must establish his case by 
clear and convincing proof—some- 
thing between the mere preponder- 
ance of proof required in the usual 
civil case, and proof beyond a reason- 
able doubt required to convict of a 
crime. 

It is axiomatic that no court is 
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going to grant a turn-over motion 
unless convinced that respondent 
has been guilty of fraud—that the 
bankruptcy is a crooked one. 

An accountant can be of great 
help to the Court if, during his ex- 
amination of bankrupt’s affairs, he 
bears this constantly in mind. Sup- 
pose that during the course of his 
examination he finds evidence of 
irregularity here and there. Let him 
then stop and consider, are they 
mere irregularities, or do they stem 
from fraud-crookedness? In trying 
to determine this he should have 
recourse to all sources of informa- 
tion which come to him. Often the 
accountant sits in on the examina- 
tion of witnesses before the referee. 
He should observe the witnesses 
carefully—their demeanor and man- 
ner of testifying—and try to deter- 
mine whether or not they are tell- 
ing the truth. Then, with an ex- 
amination of the entries themselves 
indicating irregularities, what is the 
conclusion to be drawn? Are the 
irregularities due to carelessness and 
inadvertence, or do they point clearly 
to crookedness ? 

After the accountant has made his 
examination and prepared his re- 
port, he is called upon to consult 
with the trustee and/or his attorney 
as to what steps should be taken. 
In so doing the accountant should 
bear in mind that his function is not 
that of an advocate trying to pin 
something on somebody; it is his 
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function to present the facts found 
by him and his conclusions there- 
from in an impartial, dispassionate 
manner. 

This attitude of mind in approach- 
ing the problem is very important, 
and of great aid to the trustee and 
his attorney in arriving at a con- 
clusion as to what steps should be 
taken as a result of the situation 
disclosed by the accountant’s in- 
vestigation. 

If the trustee decides that upon 
the facts disclosed a turn-over mo- 
tion should be made, the account- 
ant will in all probability be one of 
the main witnesses for the trustee. 
In his role as witness it is of the 
utmost importance that the account- 
ant bear in mind that his function 
is not that of an advocate. He is 
there to answer questions simply 
and directly, and to tell the court 
what he has found that the books 
and records disclose. He _ should 
carefully avoid volunteering his 
opinions. 

On cross-examination he should 
be equally frank. He should not 
fence with examining counsel, or 
give the effect of having something 
he desires to conceal. 

As a witness, an accountant should 
give the impression that it is a mat- 
ter of indifference to him what the 
court’s decision is; that he is striv- 
ing, in answering questions, to state 
frankly and clearly the facts as found 
by him. 

During the course of my more 
than eighteen years as Referee in 
Bankruptcy, I have heard many turn- 
over motions, many of them based 
entirely on the bankrupt’s books and 
records and the testimony of an ac- 
countant in regard thereto. In gen- 
eral the accountant witness has lived 
up to what I have shown to be his 
proper role. However, I regret to 
say that in a few instances the ac- 
countant witness has assumed the 
role of advocate, volunteering in- 
formation which he thought calcu- 
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lated to help the trustee’s case, spar- 
ring with the examiner on cross- 
examination, and in general acting 
as if he himself were a party to the 
litigation. I cannot exaggerate the 
unfavorable impression made upon 
me by such accountant’s testimony ; 
it has an effect directly opposite to 
that sought by him. Instead of help- 
ing the trustee’s case, it actually 
hurts it. 

In considering an accountant’s 
role in a turn-over motion and the 
result of the litigation, it may be 
helpful if the accountant would try 
to put himself in the position of the 
referee who hears and has to decide 
the motion. Bear in mind the degree 
of proof required—clear and con- 
vincing evidence—more than a mere 
preponderance of the evidence. 

With this in mind, let us suppose 
various situations where an account- 
ant may figure as a witness. Let us 
suppose there is a turn-over motion 
against a bankrupt who has en- 
dorsed substantial checks to order 
of “cash”, the check stub showing 
“payroll” or “exchange”, but the 
bankrupt’s other records showing no 
entry substantiating that the pro- 
ceeds of the check were used for 
either “payroll” or “exchange”. Here 
a prima facie case is quite clearly 
established. 

Suppose, however, there is a case 
where, from bankrupt’s books and 
records, he is charged with an open- 
ing inventory of $X plus purchases 
of $X and credited with sales of $X 
plus closing inventory of $X, and is 
then called upon to account for the 
difference. In this case, suppose the 
opening inventory corresponded to 
the inventory shown in a financial 
statement given by bankrupt to a 
creditor. In this situation the opening 
inventory may be false, resulting in 
a false financial statement, and not 
a shortage at the end upon which a 
turn-over motion should be made. 
When presented with such a situa- 
tion it is obvious that the account- 


March 











=" DA Qa,.e 0 = 


cr A Fy 














Bankruptcy Procedure 


ant should, if possible, try and ascer- 
tain whether the case 
financial statement or 
careful analysis of the 
chases for the period from the last 
recorded inventory to the inventory 
used in the financial statement may 
indicate that the inventory is not 
the true inventory. Obviously, in 
such a case no turn-over motion 
should be brought based upon the 
opening inventory shown in the fi- 
nancial statement. 


is one of false 
turn-over. A 
sales and pur- 


Perhaps the most difficult class 
of turn-over motions for the referee 
to decide is that where the bank- 
rupt is a manufacturer, and where 
the facts are somewhat as follows: 
Charge bankrupt with (1-) opening 
inventory, finished dresses, 
the value of $X ; (2-) plus purchases, 
material X yards, of $X value plus 
labor costs, giving X number of 
dresses based on respondents 2la 
testimony that for small dresses he 
used X number of yards, for medium 
size X number of yards, and for 
large size X number of yards—the 
yardage used in the computation 
being the average; (3-) bankrupt is 
credited with X number of dresses 
sold, plus X number of dresses in 
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Chapters 10 and 11 


closing inventory ; and is called upon 
to (4-) account for the difference. 

Here enters an element of uncer- 
tainty. The figure taken as the num- 
ber of yards to a dress being an 
average, presupposes that there were 
the same number of large, medium 
and small dresses made and sold. 
This is obviously improbable, and 
to the extent of the variance between 
large, medium and small dresses, the 
whole calculation is inaccurate. 

In situations of this kind, in order 
to make out a prima facie case it is 
necessary, in computing, to give the 
respondent the benefit of the doubt 
on all such situations where of nec- 
essity uncertainties exist, and when 
this has been done it may turn out 
that no right to a turn-over order 
has been established. 

If and when you have worked 
hard and testified before a referee 
in a turn-over motion which has 
been denied, before getting upset by 
the decision and wondering whether 
it was your fault, or feeling that the 
referee was wrong, try to bear in 
mind some of the inherent difficul- 
ties of a turn-over motion. Try to 
decide whether, if you had been the 
referee, your decision would have 
been otherwise. 


of the Chandler Act 


By W. Ranpotpn Montcomery, Esq. 


| think it was about four years ago 
when last I talked before your So- 
ciety. On that occasion I was dis- 
cussing 77-B of the Bankruptcy Act, 
which was then fairly new. 

In the intervening years, as you 
know, 77-B has “gone by the board”, 
and has been relegated to the posi- 
tion of Chapter 10, Section 74, which 
dealt with compositions and exten- 
sions by individuals, which also has 
been repealed and has been replaced 
by a new chapter called Chapter 11. 
What I want to discuss tonight is 
the factors that are determinative as 
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to whether or not reorganization re- 
lief should be sought under an ar- 
rangement in Chapter 11, or by way 
of corporation reorganization in 
Chapter 10. 

These two chapters have been re- 
ferred to in an article in “The Yale 
Law Review” as two competing 
systems of reorganization, but they 
were not intended to be that. Chap- 
ter 10 expressly provides that a cor- 
poration cannot get relief under that 
Chapter unless it can show that ade- 
quate relief cannot be secured under 
Chapter 11. There is no correspond- 
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ing relief under Chapter 11, however. 

In a recent decision of the United 
States Supreme Court—the United 
States Realty Case—some basis was 
established for defining a line of 
affinity between the two Chapters. 
The Court held that a corporation 
which has publicly owned securities 
cannot seek relief under Chapter 11. 

Now there is no such provision in 
Chapter 11 nor in Chapter 10; it was 
judicial legislation of the first order. 
The United States Supreme Court 
decided that, as a matter of public 
policy, Congress must have intended 
(although they said quite the con- 
trary) that a corporation having pub- 
licly held securities should only be 
reorganized under Chapter 10 when 
the Court not only has the advice of 
a disinterested trustee but also the 
advantage of an advisory opinion of 
the SEC. 

When the Court laid down that 
general rule it was satisfactory in 
that case, because it was perfectly 
obvious that the United States 
Realty Association had stock in the 
hands of the public. There could not 
be any question but that they had 
publicly held issues. But when is an 
issue publicly held, and when is it 
not?—That is a problem that con- 
fronts the practitioner in determin- 
ing whether he is going to use 
Chapter 11 or Chapter 10. There is 
no line of demarkation at the present 
time. 

The United States Supreme Court 
permitted the SEC to intervene in 
a Chapter 11 proceeding for the pur- 
pose of contesting the jurisdiction 
of the Court to establish whether 
the corporation should properly be in 
Chapter 10 instead of Chapter 11. 
You all know that Chapter 10 pro- 
vides for the intervention of the 
SEC; Chapter 11 does not mention 
the SEC, and those who drafted the 
Chapter had not the remotest con- 
cept that the SEC would intervene 
in a Chapter 11 proceeding. 

The only thing that a practitioner 
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can do at the present time is to use 
his own best judgment as to whether 
or not the corporation has a publicly 
held issue of securities or not. A 
bill was introduced at the last ses- 
sion of Congress to establish a divid- 
ing line. We have no rule at the 
present time; it is anybody’s guess. 
If you go into Chapter 10 you may 
be thrown out and sent over to 11, 
but that isn’t as bad as if you went 
into 11 and had to go back to 10. 
Chapter 11 contains no correspond- 
ing provision and if you go into 11 
erroneously, the SEC or the Court 
may determine that you should be in 
Chapter 10. In such case the Court 
has no jurisdiction except to dismiss 
the proceeding, after which you have 
to start all over and pay your filing 
fees again. That is a situation which 
has to be changed by Congress. 

Another fact is that under Chapter 
11 the debtor can always be left in 
possession; there is no provision in 
Chapter 11 for the appointment of a 
trustee. True, a receiver can be ap- 
pointed, but not a trustee. The title 
to the assets will therefore remain 
always in the debtor himself. 

In Chapter 10, on the other hand, 
if the liabilities exceed $250,000, the 
appointment of a _ disinterested 
trustee is essential. It depends on 
which side of the fence you are on 
as to whether or not you want a 
trustee; but that is a factor you 
should consider. There are many 
cases where creditors find it to their 
advantage to have a disinterested 
trustee, and other cases where they 
will find it disadvantageous to have 
the expense of a trustee. Another 
factor is that the SEC is not a party 
to a Chapter 11 proceeding but is a 
party—and a necessary party—to a 
Chapter 10 proceeding. 

Now there are many cases in 
which an SEC opinion is helpful to 
the creditors, but there are other 
cases in which you would rather 
handle the proceedings upon the ad- 
vice of your own accountants rather 
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than those employed by the Govern- 
ment. Fundamentally, of course, 
Chapter 11 is not intended for a re- 
organization; only unsecured debts 
can be affected in a Chapter 11 pro- 
ceeding. In a Chapter 10 proceed- 
ing, of course, all kinds of debt can 
be atfected—unsecured debt, secured 
debt. and the interests of stock- 
holders. 

There was never intended to be the 
slightest doubt as to whether or not 
any corporation could effect an ar- 
rangement with respect to its un- 
secured debt, whether or not it had 
securities outstanding in the hands 
of the public. That was the intent 
of the framers of Chapter 11, and | 
happen to know because I was one 
of them. Nevertheless the Supreme 
Court has changed the law in that 
respect. 

Now there are inherent difficul- 
ties in a Chapter 11 proceeding even 
when you are adjusting only un- 
secured debts because the Act pro- 
vides that the Court, as a condition 
precedent to the confirmation of a 
plan of arrangement, must find that 
the plan is fair and equitable and in 
the fair interests of creditors. The 
Supreme Court has said that “fair 
and equitable” are words of art, and 
they have a meaning as defined in 
the Boyd Case. What do they mean? 

The Supreme Court says no plan 
of reorganization is fair and equit- 
able unless the creditors, in the order 
of their priority, are paid out to the 
full extent of the available assets. 
The secured creditors must be paid 
in full in the order of their priority, 
and the unsecured creditors must be 
paid in full and with interest to the 
extent that the assets of the corpora- 
tion permit. In other words, there is 
this strict seniority rule, and the law 
strictly requires that the entire go- 
ing-concern-value of the business be 
allocated to the creditors in the reor- 
ganization or the arrangement pro- 
ceedings. 

Now where leave the 
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accountant as to proceedings when 
he is dealing with an insolvent cor- 
poration? All he proposes to do, per- 
haps, is to effect a compromise with 
the unsecured creditors. The corpo- 
ration has about ten stockholders, 
and it happens that they do not re- 
side in the same vicinity as the 
debtor corporation, consequently 
they are not actively engaged in the 
management of the company. 

Under the interpretation of the 
words “fair and equitable” by the 
Supreme Court, that corporation 
cannot effect a composition with the 
unsecured creditors unless the stock- 
holders’ interests are eliminated or 
the stockholders contribute consider- 
ation. 

If the stockholders are not closely 
associated with the management and 
therefore are not willing to make fur- 
ther contributions to the company, a 
puzzling situation is presented. If 
they consent to the composition ar- 
rangement they will be eliminated. 
If they will not consent they must 
be eliminated. 

There is no machinery in Chapter 
11 for getting rid of the stockholders, 
such as there is in Chapter 10. There 
is no provision for a trustee to take 
title to the assets, so you are up 
against the proposition of going to 
the stockholders and getting them 
voluntarily to surrender their stock. 
You can not sell the assets either, 
because the State law requires the 
consent of two-thirds of the stock- 
holders as a condition precedent to 
the sale of the corporation’s assets. 
You can not get the consent, so 
what should you do? The answer 
is that you should have brought your 
proceeding under Chapter 10, be- 
cause there you can get relief. But 
the difficulty with the suggestion I 
have just made is that in the early 
stages of the case you are going to 
have great difficulty in persuading 
the judge that you can not get relief 
under Chapter 11. You are not going 
to get relief until you get up against 
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the stockholders’ proceedings, and 
that is after the affair starts. The 
creditors would get at least as much 
as the result of the composition as 
they would have gotten as a result 
of the liquidation of the assets. That, 
in my opinion and in the opinion of 
a good many lawyers (but not all), is 
the rule that should be adopted in 
Chapter 11 proceedings, and _ this 
Chapter 11 rule has no realistic ap- 
plication to the small corporation. 


In talking about Chapter 11, I have 
referred to it as being used by small 
corporations, but that means small 
in the sense that there are not many 
stockholders or security holders. A 
corporation may have millions of 
dollars of assets and still be eligible 
to reorganize only under Chapter 11. 
It is not the size of the corporation 
in dollars and cents that controls, 
but the extent of the dispersion of 
the stock and bond holdings. 


One of the most important ques- 


tions in connection either with a com- 
position arrangement or a corpora- 
tion reorganization is that of the 
valuation of the assets. As I have 
discussed the fair and equitable rule, 
it has undoubtedly occurred to many 
of you accountants that you cannot 
tell whether a plan is fair and equit- 
able unless it is pretty well known 
what the value of the assets is. That 
is where the accounting profes- 
sion performs a most useful function 
—in connection with either a 10 or 
an 11 proceeding—and for my part 
I do not see how any lawyer would 
undertake the reorganization of a 
corporation of any size without first 
having a complete audit made by a 
certified public accountant so that he 
will have an operating statement to 
deal with. At least he will have some 
notion whether the plan is fair and 
equitable, and whether or not he 
will have to eliminate the stock- 
holders and, if so, how it is to be 
done. 


Compensation of Accountants in Bankruptcy 
and Insolvency Cases 


and 
The Effect of Tax Priorities in the Liquidation of 


Bankrupt Estates 
By Mortimer J. Davis, Esq. 


I intended to come here and dis- 
cuss what I thought to be a very 
dangerous and serious trend in bank- 
ruptcy thinking in our national capi- 
tol. I refer to a trend which appar- 
ently affects the statutes, as well as 
the work of the accountant and the 
lawyer and the administrator—and I 
base that entirely upon a question- 
naire which was broadcast this year 
by a very important committee ap- 
pointed by the Attorney General of 
the United States—a questionnaire 
which, to my way of thinking, in the 
hands of laymen was ridiculous in 
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the questions it asked and the man- 
ner in which it asked them. I was 
prepared to come here tonight to 
tear that to shreds; but I learned, 
as late as today (and maybe I should 
have learnt it sooner) that this at- 
torney general’s committee will 
shortly render its report—in fact, it 
has been confidentially circulated— 
and many of my “fires”, I am happy 
to say, have been put out. They have 
apparently discarded much of what I 
call “this radical trend”, which is 
the reason why my subject has been 
changed. 
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But I have decided (with your 
permission) to talk on the subject of 
“Compensation of Accountants in 
Bankruptcy and Insolvency Cases”’. 
I assure you I have not prepared the 
talk, it is a makeshift, it may sound 
something like a “Cook’s Tour” or a 
variety show, but I think you will get 
the point I am trying to make. 

[ am neither an accountant nor a 
lawyer, though for the last fifteen 
vears, I have been serving creditors 
in the administrative end of bank- 
ruptcy and insolvency cases, and it 
has always been a source of wonder- 
ment and puzzlement to me as to 
why we have two distinct systems of 
compensation for accountants in re- 
organization and insolvency cases. 

In private reorganization and in- 
solvency which does not find its 
way into court, when perhaps a 
group of stockholders call the ac- 
countant in, or a group of creditors 
select the accountant they think is 
most qualified, we have the very 
simple and democratic system of 
saying to the accountant, “You have 
been selected to do this job. We 
have confidence in your ability. Go 
ahead and do it, and when you get 
through come in and we will discuss 
the bill”. 

Occasionally they try to pin you 
down in advance, but in the main 
my experience has been that profes- 
sional men are asked to do their jobs 
and are then told to “come in and 
report what they have done.” But 
with respect to the bankruptcy 
court, we have what I consider to be 
a diametrically opposed system. 

As you accountants know—those 
who have been unfortunate enough 
to be retained in bankruptcy cases— 
you cannot go to work on the books 
of the bankrupt without an order of 
the court procured in advance, stat- 
ing, among other things, the maxi- 
mum compensation to which you 
may be entitled. Now I agree en- 
tirely with Judge Olney that in a 
bankruptcy case the scope of the 
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accountant’s work should be out- 
lined in advance—I cannot see any 
objection to that. But how anyone 
can say in advance what the ac- 
countant’s work will be, might be, 
or should be worth—I do not know. 
I have struggled over that question 
with creditors’ committees for fifteen 
years, and I have no answer yet. 

Creditors’ committees, as you 
know, are frequently requested or 
permitted by the court to make such 
recommendations, and I am here to 
confess to you frankly as a repre- 
sentative of a credit association, that 
creditors are not competent to judge 
in advance the value of an account- 
ant’s services. You know that the 
order provides the maximum, you 
cannot get more, and you frequently 
can get less. 

Now you might say to me that 
this is a peculiar thing for a repre- 
sentative of creditors to say. If other 
methods are to be suggested are not 
the creditors, in effect, going to give 
up some valuable rights that they 
now have? But, on the other hand, 
the court is not bound to accept the 
recommendation of the creditors 
and, outside of a few very fine ref- 
erees, it seldom does. 

I think I have a right to compare 
the standing of the accountant in a 
bankruptcy case to the standing of 
the attorney, and you all know that 
no attorney has to procure an order 
in advance for the payment for his 
services. The attorneys say “Well, 
we don’t know what will be required 
of us”. But neither does the account- 
ant. 

That rule, of course, is set by the 
Supreme Court of the United States. 
It is one of the general orders in 
bankruptcy, and my thought in 
bringing up this subject tonight is 
solely this: I cannot do anything 
about it. 

I would like to provoke some dis- 
cussion here tonight or, if not here, 
through the proper committee of 
your Society, to the end that you 
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might consider the advisability of 
seeing if the general orders on that 
subject can be amended. I would 
much rather see an accountant who 
is worthy of retention go into a case, 
do his work, at the end of the case 
make his petition to come before the 
court, and then let the court deter- 
mine what the accountant is worth. 
If the court wants to hear from the 
creditors, | am sure the latter would 
be glad to express an opinion. And 
I am sure, also, that the New York 
Credit Men’s Association, with 
which I happen to be connected, will 
cooperate with your Society and 
back it in any such move that you 
may decide to make. 

Maybe I speak out of turn in tak- 
ing up the subject, but those are my 
sentiments. 

Now in continuing our tour, | 
want to talk about something that 
is very familiar to accountants. We 
have come to the conclusion in this 
bankruptcy and insolvency work 
more and more that we are all work- 
ing for the Government. Slowly but 
surely we see estates being eaten up 
by taxes—state, city and municipal. 
Very few creditors have any con- 
ception of this subject. They think 
of taxes in general terms. They are 
little aware of the many additional 
and unusual taxes that have come up 
to plague the administrator of the 
estate and the accountant. I do not 
have to mention sales taxes, gross 
receipts, social security and luxury 
taxes; now in addition we have a 
wages and hours situation for taxes 
—occupancy, payroll, etc. All of 
these taxes have a priority in bank- 
ruptcy, according to the Govern- 
ment. That is bad enough, but what 
aggravates the situation is the fact 
that the Government can sit back 
for an unlimited time and fail to col- 
lect its taxes, then suddenly come in, 
much to the surprise of creditors 
and administrators, and file its tax 
bills for three, four and five years. 
I understand that there is a Statute 
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of Limitations of five years, but the 
Government solves that :—it finds 
that there has been fraud in the fil- 
ing of the tax reports, and reopens 
the case. 

We know, of course, that many 
debtors, prior to insolvency, operate 
their business on money that be- 
longs to the Government. I do not 
say that this is wholly the fault of 
the debtor, because the Government 
is sometimes slow in its examina- 
tion and collection. The court, how- 
ever, will act to cut down the Gov- 
ernment’s time to file claims; it must 
come in within six months as a com- 
mon creditor to file its claim and I, 
as a layman, cannot see why the 
Government cannot be_ restricted 
some way in the amount of priority 
which it may claim and receive. 

This matter of priority in claims 
is not small. I picked 135 cases 
which were closed in 1938, and this 
is what I found: the assets were 
$2,481,738; the priority claims 
proven and allowed were $737,000; 
in 1939, the cases closed in that year 
(I selected 128), had assets of 
$8,720,000, and the priority claims 
proven and allowed were $3,495,000. 

Now I do not say that all of these 
are Government tax claims. They do 
include wage claims, which I have 
not broken down; but I assure you 
(and I think I can prove it) that a 
very large proportion of those prior- 
ity claims which were proven and 
allowed, and which took up time for 
which you get no more compensa- 
tion if you were retained, were based 
upon taxes running back many 
years. I have case examples here— 
specific cases with names. I am not 
going to bore you with them because 
[ think you can testify on my side. 

Now, what is this all about ? What 
has it got to do with you, and what 
do I want you to do? 

The bankruptcy conference, I 
understand, will shortly come out 
with a recommendation on_ this 
question. Congress will probably be 
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asked to amend the Act so as to limit 
the right of the Government to re- 
ceive a priority to a period of one 
year; so that no interest be allowed 
after the date of bankruptcy; and so 
that the balance of the Government's 
claim shall be a general claim and 
dischargeable. There is no inference 
on my part that the Government’s 
proper claims should not be allowed; 
it is solely a question of whether the 
Government shall eat up the estate 
by proving these large priorities, and 
| ask your Society to study this sub- 
ject, to confer with the Credit Men’s 


Association if you wish, and_ per- 
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haps be prepared to make a recom- 
mendation on this subject. 


I think it is important, perhaps 
indirectly, to you as accountants. It 
will help many of your clients who 
may be unfortunate enough to be 
creditors, and may help them to get 
larger returns. I believe it is a 
proper subject for an accounting 
association to take up: we would 
like you to join with us in studying 
this subject, and in backing the 
bankruptcy conference when it does 
come forward with its recommenda- 
tion. 
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HE following addresses were delivered at a special technical meeting 

on the evening of November 13, 1940, at the Engineering Auditorium, 
New York City, under the direction of the Technical Committee on Muni- 
cipal and Local Taxation of which Mr. Maurice Austin is Chairman. 


New York City Special Taxes—Practice and Procedure 


By Cuartes Hecut, C, P. A. 


The practice and procedure under 
the New York City Emergency Tax 
Laws must take into consideration 
authority and power. The authority 
is that granted by the State Legisla- 
ture, and the power that granted 
by the taxing Statutes enacted by 
authorized cities. 


Enabling Act: 

The authority of the City of New 
York to enact Emergency Tax Laws 
flows from the State Legislature by 
the grant contained in Chapter 873 
of the Laws of 1934 as amended, 
which authority expires July 1, 1941. 

Many years ago, the New York 
Courts held in the matter of Swift 
(137 N. Y. 77, 87) that a taxing stat- 
ute was to be construed strictly 
against the taxing power where am- 
biguity exists. 

The Courts have not veered from 
this opinion, for again in the August 
Luchow, Inc. case (251 App. Div. 
164) the Court of Appeals sustained 
the Appellate Division in its ruling 
that the Comptroller could not col- 
lect a retail sales tax on beer sold in 
a restaurant where the price of the 
food included beer consumed upon 
the premises, even though his regu- 
lation provided otherwise. 

This illustrates that in order to 
levy a tax, the taxing statute must 
be so clear that the Courts must up- 
hold it. 

The application of the foregoing 
is illustrated in the case of Thomas 
J. Waters & Son, where the Court 
held that the filing of a lien against 
the vendee for the collection of the 
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retail sales tax was without the 
scope of the Enabling Act. 

A knowledge of the provisions of 
the Enabling Act is essential if the 
practitioner is to properly protect 
the rights and interests of his clients. 


Powers of the Comptroller: 

The powers of the Comptroller are 
enumerated in the various Local 
Laws enacted under authority of the 
Enabling Act. 

The several Emergency Tax Laws 
delegate the responsibility there- 
under both to the Comptroller and 
the Treasurer. It can be said gener- 
ally that the Comptroller concerns 
himself with the interpretation and 
enforcement of the law, and the 
Treasurer concerns himself with the 
collection of the tax. 

One of the broad powers exercised 
by the Comptroller (L.L. 1939 #103 
Sec. R-41-11.0) is to compromise dis- 
puted claims. This statute should be 
invoked by the practitioner to adjust 
disputed matters so that the equities 
of the situation may be taken into 
consideration. 

The regulations prepared by the 
Comptroller are presumed to, but, 
in my opinion, do not always, inter- 
pret correctly the Emergency Tax 
Laws. This is illustrated in Socony 
Vacuum Oil Co. v. City of New 
York, where the Court held invalid 
a regulation which provided for the 
inclusion of the New York State 
gasoline tax as part of the taxable 
sales, in respect to the collection of 
Sales Tax. 

Although the law provides that 
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the Comptroller shall prepare a 
schedule or schedules of amounts 
upon which a tax is to be collected, 
I am of the opinion that such power 
is a legislative power to be exer- 
cised by the City Counsel and can- 
not be delegated. 

In the Queens Vending Corpora- 
tion v. The City of New York (284 
N.Y.S. 801) the Court held that the 
schedule requiring no tax to be col- 
lected on sales under 12¢ did not 
exempt the corporation from pay- 
ing a tax of 2% upon the amount of 
its sales. 


Departmental Practice and 
Procedure: 


The Department has organized its 
methods of procedure to permit of a 
well-defined routine connected with 
the filing, collection and examina- 
tion of tax reports. This is of im- 
portance to the practitioner, as a 
knowledge of such procedure will 
facilitate his worth with the Depart- 
ment. The following procedure is 
applicable to all tax laws enacted 
under the authority of the Enabling 
Act. 

The procedure followed in the 
handling of returns under the Retail 
Sales Tax law is used to illustrate 
the departmental routine, since this 
law requires steps in addition to 
those covered by the other Emer- 
gency Tax Laws. This routine may 
be summarized as collection of tax 
paid with return, filing returns, ex- 
amination, assessment and collection 
of additional tax, if any. Every 
vendor is required by law to register 
with the Treasurer on a form pre- 
scribed by the Comptroller, regard- 
less of the fact that such vendor sells 
nothing at retail. (Regulations, Art. 
16 L.L. #21 Sec. N-41-16.0). This 
is followed by the issuance of a cer- 
tificate of authority by the Treasurer 
to collect the tax from the purchaser. 

From this point on, the above de- 
partmental routine for all Emer- 
gency Tax Laws is as follows: 
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Preparation of addressograph 
plates with identification 
number for each taxpayer, for 
control of all tax returns. 


(1) 


(2) Imprinting and mailing forms 
to taxpayers about thirty days 
in advance of due date. 

(3) Collection of taxes and returns. 

(4) Verification of returns for 
mathematical errors at offices 
of City Collector and segrega- 
tion of incorrect returns. 

(5) Recording and tabulating re- 


ceipts of correct returns. 
Preparation of and _ sending 
bills for amounts due on incor- 
rect returns. 

Recording and__ tabulating 
amounts paid with incorrect 
returns. 

Listing delinquent returns by 
checking returns to addresso- 
graph plate list. 

Checking on delinquents. 
Sorting returns and filing ac- 
cording to identification num- 
ber. 

Withdrawing tax files for 
transmission to audit control 
division. 

Inspection and selection of re- 
turns by audit control division 
for desk or field audit. 
Transfer of returns to auditing 
division for either desk or field 
examination. 

Desk or field examination and 
assessment of proposed addi- 
tional tax, if any. 

Informal hearing for review of 
proposed assessment. 

Formal hearing for review of 
assessment. 

Court review. 


(6) 


(7) 


(8) 


(9) 
(10) 


(11) 


(12) 


(13) 


(14) 


(15) 
(16) 
(17) 


The key to departmental control 
for all returns is in the addresso- 
graph plates. These plates are tab- 
bed to show the kind of return each 
taxpayer files; they are used to im- 
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print the forms sent to taxpayers, 
and for other purposes. 

The first break in continuity oc- 
curs when the taxpayer neglects to 
use the form furnished by the Comp- 
troller; the forms bearing no identi- 
fication number create delay in fil- 
ing. The cooperation of the practi- 
tioner should be extended to the 
Department by filing the form bear- 
ing the addressograph imprint. 

The addressograph plate name 
and identification number should 
be entered on the copies of the return 
retained by the client or the practi- 
tioner. 

Failure to correctly state the kind 
of business on the face of the return 
delays the tabulating work of the 
department and may subject the tax- 
payer to an unwarranted tax, parti- 
cularly on gross receipts. For ex- 
ample, a manufacturer doing busi- 
ness within and without the City 
pays a smaller tax than a jobber 
similarly situated. Failure to use the 
correct name on returns, or to use 
the name appearing on the certifi- 
cate of authorization will result in 
the issuance of a new identification 
number and needless correspond- 
ence with the Department. 

Where there is a change of ad- 
dress, the Department should be 
notified and both the new and old 
address should appear on the first 
return following the change of ad- 
dress. 

Checks should be endorsed, in- 
cluding taxpayer’s identification 
number, to show the name appear- 
ing upon the return where the signa- 
ture on the check does not conform 
to the return. 

The City’s cash sheets are de- 
signed so that each check is given a 
line number. This number is 
stamped upon the taxpayer's check. 
It is advisable to record this identi- 
fication number upon the retained 
copy of the tax return to which it 
relates, as a means of subsequent 
proof of the payment of the tax. 
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Practitioners, in corresponding 
with the City, should use the im- 
printed name and number appearing 
on the face of the return. 

Complaints, undue publicity and 
anonymous letters subject returns 
to examination or re-examination. 

A desk or field audit may result in 
additional assessment. In desk 
audits the taxpayer is requested to 
produce his records at the office of 
the Department for examination. 
Field audits may be made upon the 
request of the taxpayer or initiated 
by the Department. 

In view of the limitation in the 
Enabling Act, which tolls July 1, 
1941 on all Emergency Tax returns 
filed under the laws enacted prior t 
July 1, 1938, it is my opinion that the 
Department may accelerate the ex- 
amination of such returns or request 
extension of time from the taxpayer. 
This is optional with the taxpayer 
and in my opinion, the statute 
should not be waived. Where the 
practitioner is to represent the tax- 
payer either at a desk or field audit, 
the regulations require that he fur- 
nish the Department with a power 
of attorney signed by the taxpayer. 

Both desk and field audits are re- 
viewed by a “Review Division” be- 
fore assessments are proposed. In- 
formal conferences upon written re- 
quest, may be had with the “Review 
Division” by the practitioner for the 
purpose of discussing findings in an 
endeavor to settle a case by consent 
agreement, or in lieu thereof, a for- 
mal assessment when made by the 
Department can, within thirty days 
thereafter, be made the subject of 
an informal hearing, at which hear- 
ing evidence can be submitted con- 
testing the findings of the auditors. 
Should this hearing result in no 
settlement, application may be made 
for a formal hearing. Such formal 
hearing is presided over by a mem- 
ber of the Review Unit sitting in a 
quasi-judicial capacity and there is 
present an attorney of the Corpora- 
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tion Counsel’s office. The taxpayer 
may appear on his own behalf or be 
represented by counsel; such coun- 
sel must be an attorney. At such 
formal hearing, sworn written testi- 
mony is taken. Before the close of 
the hearing, the case may still be 
settled by consent agreement. [Every 
final determination or settlement is 
reviewed by the Comptroller. (Art. 
205 L.L. 1940 #78). 


Consent Agreements: 

These agreements reflect the 
settiement of tax matters entered 
into between the Department and 
the taxpayer. It should be signed by 
the taxpayer or his legal representa- 
tive and becomes binding upon both 
parties when the assessments has 
been approved by the Comptroller 
and notice of determination mailed 
to the taxpayer. In the absence of 
fraud, the case involved cannot be 
reopened. 

The application for the formal 
hearing must state specifically the 
grounds relied upon and the matters 
claimed to have been erroneously 
determined. (Art. 265 L.L. 1940 
#78). 

The final determination of the De- 
partment will be binding upon the 
taxpayer and can be enforced against 
him unless review thereof is sought 
by suing in the Courts, in accord- 
ance with the provisions set down 
by law. 

As an example of the technicality 
of the procedure involved in suing 
the City, there is the case of the 
Olive Coat Co. This company en- 
deavored to upset the allocation 
formula set up by the Comptroller 
for reporting Gross Receipts under 
the General Business and Financial 
Tax law by going into the Munici- 
pal Court in an attempt to recover 
taxes paid under protest. The Court 
upheld the contention of the Comp- 
troller requiring the taxpayer to 
comply strictly with the articles of 
the Civil Practice Act. 
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Rights to prospective refunds 
should be protected by filing a pro- 
test with each return in respect to 
which there is a question of law 
and Comptroller’s regulation. It is 
desirable that in addition to the 
protest, which should be as broad as 
possible, the return be marked “Paid 
under Protest as per Protest At- 
tached” and made part of this return, 
and that there be endorsed upon the 
check “Paid under Protest”. 

A claim for refund must be filed 
within one year from the date of 
payment of the tax. Although the 
regulations require that a refund 
claim must be based upon a protest 
made in writing, it is my opinion 
that a refund claim could not be 
barred if such protest had.not orig- 
inally been made. 

There is a three year statute of 
limitation for the assessment of 
tax effective on all returns filed 
under all Emergency Tax laws en- 
acted after July 1, 1938. This does 
not apply where the required re- 
turns had not been filed, or where 
fraud had been committed. (L.L. 
1939 ¢. 659 Sec. 1). 

I find from personal experience 
that the Department representatives 
cooperate with taxpayers in an en- 
deavor to fairly adjust controversial 
issues. However, practitioners 
should bear in mind that the Emer- 
gency Revenue Department, like the 
Tax Department of any other Gov- 
ernmental agency does not represent 
the practitioner’s client. It is, there- 
fore, incumbent upon the practi- 
tioner to have a thorough knowledge 
of his case, the Enabling Act, the 
Law, the Regulations and the Deci- 
sions. 

It is essential in the preparation 
of a case that the practitioner refers 
to other local laws upon the point 
involved. To illustrate—the City en- 
deavors to collect the Retail Sales 
Tax upon all taxable sales where 
such sales include the tax collected. 
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However, under the General Busi- 
ness and Financial Tax law the tax 
is based upon receipts less retail 
sales taxes. 


The practitioner should present 
his evidence factually and not rely 
upon unsupported and general state- 
ments. 


Recent Developments in Local Taxation 


By STANLEY B. Tunick, C. P. A. 


It is a rather difficult assignment 
to be asked to set forth all the recent 
developments in local taxation with- 
in the short time allotted to me. 
There have been, however, several 
very important developments during 
the last year, and it is to these that I 
shall refer. I shall not attempt to 
discuss them in any particular order, 
because each stands alone, and each 
will be taken up as a distinct item. 


The Berwind-White Case. 


On of the most far-reaching court 
decisions of the year affecting the 
New York City sales tax was the 
Berwind-White case (McGoldrick v. 
3erwind-White Coal Mining Co., 
U. S. Sup. Ct. 1/29/40). When the 
sales tax law was first enacted, the 
tax was levied on sales made within 
the city of New York, except where 
exemption was specifically recog- 
nized by statute. The question sub- 
sequently arose as to what consti- 
tuted a sale made within the city of 
New York. Several cases reached 
the courts in which different aspects 
of the matter were interpreted, but 
fundamental to our previous under- 
standing of the law was the Federal 
prohibition upon States taxing inter- 
state comerce. The Berwind-White 
case arose as the result of the at- 
tempt by New York City to tax sales 
in which coal, ordered in the city, 
was delivered there directly from 
Pennsylvania mines. This action 
was attacked on the grounds that 
the tax was a burden on interstate 
commerce. 


The United States Supreme Court, 
as you are aware, ruled for the city, 
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and stated that no burden was 
placed on _ interstate commerce 
which intrastate commerce didn’t 
bear. The Court pointed out that 
the tax was levied upon the pur- 
chaser for consumption, and stated 
that it is immaterial whether a sale 
contemplates a movement of goods 
between States, or whether a pur- 
chase order is given after interstate 
commerce has ceased. The effect 
seems to be the same as the one 
created by a tax on the use of goods 
which previously moved in inter- 
state commerce. The Court indi- 
cated that the only taxes which will 
be judged as regulating commerce 
between the States are those which 
place one, engaged in such com- 
merce, at a disadvantage when com- 
peting with one engaged in intra- 
state commerce, or those which dis- 
criminate against the commerce it- 
self. It stated that those engaged in 
interstate commerce cannot be re- 
lieved of their just share of State 
tax burdens. 

The Court sent the case back to 
the State courts for reargument on 
the question of the scope of the En- 
abling Act in so far as it affected 
items delivered to purchasers out- 
side of New York State and taken 
by them from outside the State in- 
to New York City. The city, how- 
ever, agreed to cancel the tax on 
these items, and that matter has 
never been adjudicated. 


It is interesting to note in passing, 
however, that today even the latter 
purchases would be subject to the 
new New York City compensating 
use tax. 
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The Gross Receipts Tax 
Allocation Fraction: 


An interesting item in connection 
with the general business tax on 
gross receipts is the allocation frac- 
tion which concerns engaged in in- 
terstate commerce are required to 
use in determining the portion of 
their receipts from interstate sales 
which are subject to that tax. Prior 
to 1929, the tax on gross receipts 
was levied only on the receipts re- 
sulting from transactions consum- 
mated in New York State. For in- 
stance, a sale in New York City for 
delivery in any part of New York 
State was subjected to the tax. But 
all receipts from sales in interstate 
and foreign commerce were exempt. 
The allocation fraction was intro- 
duced in 1939 in the attempt to tax 
that portion of receipts from inter- 
state commerce which resulted from 
local activity. Upon its introduc- 
tion, many practitioners felt that it 
was unconstitutional and a burden 
on interstate commerce. Therefore 
they advised their clients to protest 
whatever payments they made. 

The allocation prescribed by the 
city follows to a certain extent the 
allocation prescribed by New York 
State in connection with the unin- 
corporated business tax. It is based 
on a fraction which has in thie 
numerator the figures representing 
local property, local salaries, local 
sales and one-third of the interstate 
sales, while in the denominator there 
are sums representing total prop- 
erty, total salaries and total sales. 
If the computation results in an al- 
location to New York City of more 
than 6624% or less than 3314%4%, the 
allocation fraction is ignored and 
these limiting percentages are then 
arbitrarily used. 

An examination of various cases 
in other jurisdictions having similar 
statutes points to certain definite 
conclusions. First, it should be 
understood that the general business 
tax on gross receipts is a tax levied 
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by the city fu: tne privilege of doing 
business within the city. Local taxes 
for the privilege of doing business 
have been condemned when the 
business taxed is exclusively inter- 
state (Nelson v. Kentucky, 279 
U. S. 245), or when the local busi- 
ness is an essential part of inter- 
state commerce (Lee v. Hector 
Supply Co., 133 Fla. 849; Gwin, 
White and Prince, Inc. v. Henneford, 
305 U. S. 434). But where interstate 
and intrastate commerce are inter- 
mingled, the tax has been held valid 
if properly apportioned to reflect 
local activity (Southern Pac. Co. v. 
Gallagher, 306 U. S. 167; Graybar 
Electric Co. v. Curry, 60 S. Ct. 139). 
A tax can even be measured by the 
entire gross receipts if the levy 
cannot be duplicated in another 
State (Western Live Stock v. Bu- 
reau of Revenue 303 U. S. 250). Al- 
location formulae, to be acceptable, 
must cover all receipts-producing 
factors, such as property, salaries, 
and receipts. 

It would seem that the only cases 
in which a tax cannot be levied on 
interstate commerce are those in 
which the business carried on is ex- 
clusively interstate without any 
separable local business, or where 
there is no local office or a local 
stock in trade and the business is 
obtained by salesmen and agents 
working locally. In the latter case, 
of course, the activity could hardly 
be referred to as “doing business” in 
New York City. Similarly, there is 
no tax when the same transaction is 
taxable elsewhere. 

If the Court rulings that I have 
referred to are considered, one 
gathers that the city is within its 
rights in allocating as it does. It 
is apparent that the city is attempt- 
ing to measure local activity and 
that is the key to the problem. An 
item which may still be questioned 
is the addition to the numerator of 
the allocation fraction of one-third 
of the interstate sales. Another is 
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the arbitrary one-third minimum 
applied to interstate sales as repre- 
senting local activity. To date there 
has been no court decision on the 
validity: of the measure of alloca- 
tion. One case which has reached 
the courts is the Olive Coat case, 
but this was thrown out on the 
grounds that it was not properly 
brought (Olive Coat Co. v. City of 
New York; order affirmed by Ct. of 
Appeals 7/24/40). The taxpayer 
had sued for money had and received 
instead of resorting to certiorari, as 
provided in the law. 


Allocation Formula for 
Manufacturers: 


In June, 1940, just a day or so be- 
fore the deadline for filing gross re- 
ceipts returns, the city offered an 
optional method of allocation to 
concerns engaged in manufacturing 
in the city. This optional method is 
interesting in so far as it recognizes 
that local activity is greater in 
manufacturing than it is in ordinary 
business concerns. As a_ result, 
manufacturers may allocate their 
interstate sales to New York to the 
extent of one-half of the cost of 
manufacturing and the expense of 
selling. In no event, however, may 
the costs of manufacturing and sell- 
ing for the purposes of allocation 
exceed two-thirds of the sales price. 
Because these manufacturing and 
selling costs in practically all cases 
are in excess of two-thirds of the 
selling price, the net result is that 
one-third of such sales in interstate 
commerce will be allocated to New 
York. 

It is apparent that in a business 
where the mark-up is high the costs 
may be smaller than two-thirds of 
the sales price, and that, therefore, 
the amount allocated to New York 
under this option may be less than 
one-third. It should be borne in 
mind, moreover, that costs of manu- 
facturing and selling are applicable 
to both local and interstate sales, 
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and that it is necessary first to ap- 
portion to interstate sales the manu- 
facturing costs and selling expenses 
applicable to them. This is done by 
multiplying the total of these costs 
by a fraction, the numerator of 
which represents the _ interstate 
sales, and the denominator the total 
sales. The result thus obtained is 
then compared with two-thirds of 
the interstate sales, and the amount 
allocated to New York is one-half 
of the smaller of these two sums. 

For example, suppose a com- 
pany’s New York sales amount to 
$200,000 and its interstate 
amount to $300,000. If its manufac- 
turing and_ selling costs _ total 
$400,000, then it is necessary to allo- 
cate the proper portion of these 
costs to the interstate sales. Since 
the latter are three-fifths of the 
total sales, it is assumed that three- 
fifths of the costs, or $240,000, are 
applicable to the interstate sales. 
However, the costs, for the purposes 
of allocation, may not exceed two- 
thirds of the sales. The latter 
amount to $300,000, and two-thirds 
amounts to $200,000. One-half of 
the recognized costs ($100,000) re- 
presents the amount allocated to 
New York City, and is taxed at one- 
tenth of one per cent, as are the 
New York sales $200,000). The tax 
in the illustration given would thus 
be 1/30 of 1% of $300,000, or $300. 

The city officials have not dis- 
closed the basis for this new ruling. 
In any event, it serves to reduce the 
tax payable, and to that extent it 
is most welcome. 


sales 


The Elimination of 

Annualized Receipts: 

Another change applicable to the 
tax on gross receipts concerns the 
elimination of the need for annual- 
izing receipts when a company has 
not enjoyed a full year’s business on 
which to base its tax. Previous to 
July 1, 1940, the receipts were re- 
quired to be adjusted to an annual 
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basis through multiplying the actual 
receipts by a fraction having as its 
numerator the number 365 (to re- 
present a year), and as its denomin- 
ator the number of days that the con- 
cern was actually in business from 
the date of the organization to June 
30 in the year when the tax is due. 
Effective July 1, 1940, this require- 
ment was done away with. How- 
ever, in determining whether a busi- 
ness is subject to the tax, one should 
remember that receipts are taxable 
only if the annual receipts are in ex- 
cess of $10,000. It would seem, then, 
that it is still necessary to annualize 
receipts. If the annualized receipts 
exceed $10,000, the tax is due, but 
it is computed on the actual sales. 


The Compensating Use Tax: 


Until June 30, 1940, the city had 
been imposing a personal property 
tax on certain items of personalty 
purchased outside the territorial 
limits of the city, but located within 
them. This form of taxation was 
first conceived as a method of mak- 
ing those people in New York City 
pay a tax who were buying outside 
of the city to avoid the local sales 
tax. The city was limited in the im- 
position of this tax to items which 
were expressly enumerated in the 
law. Even as to these things it was 
most difficult and frequently im- 
possible for the city to ascertain 
when taxpayers were subject to the 
tax, since it was difficult to deter- 
mine when such property was ac- 
quired. 

This law was permitted to lapse 
on June 30, 1940, but in its place 
there was enacted a law levying a 
compensating use tax. This was de- 
signed to “compensate” the sales 


tax by reaching all transactions 
which for some reason escape the 
latter. Actually, it applies to the 


use in New York City of purchased 
property rather than to the act of 
purchase. The sales tax, on the 
other hand, is levied on the transfer 
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of title or possession. In both cases, 
however, the consumer is required 
to pay the tax. 

This tax serves to prevent avoid- 
ance of the sales tax by making con- 
tests under the latter futile. If the 
sales tax is avoided, the compensat- 
ing use tax comes into operation. 
The constitutionality of this type of 
tax has been passed upon by the 
United States Supreme Court with 
respect to other jurisdictions, and 


it has been found to be proper 
(Henneford zv. Silas Mason Co., 300 
U. S. 577). The new New York 


City tax is not limited to the spe- 
cific items enumerated in the old 
personal property law, but applies 
to all the items which the sales tax 
reaches. 


Utility Tax Amendments: 

The city tax on utilities has been 
extended for another year, but sev- 
eral important amendments make 
the law as it now exists different 
from the law of last year. The most 
important of these amendments is 
the one affecting companies sub- 
metering electric current and other 
similar items in property owned or 
operated by them. It will be re- 
called that in 1939 the Court of 
Appeals held (320 West 37th St., 
Inc. v. McGoldrick, 281 N. Y. 132) 
that landlords who submeter are 
not utility companies and _ that, 
therefore, they are not subject to 
the tax. The present amendment 
imposes a tax on anyone selling 
utility services as well as on utility 
companies. This seems to overcome 
the objection pointed out by the 
Court of Appeals. 

It is of interest, in passing, to 
note that when the United States 
Supreme Court declared that the 
tax on utility companies was con- 
stitutional (N. Y. Rapid Transit 
Corp. v. City of New York, 58 Sup. 
Ct. 721), landlords who had been 


paying this tax under protest 
ceased protesting their payments. 
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Keeping in mind that requests for 
refund are required to be made 
within a year of the date of pay- 
ment and are allowed only if the 
payments were made under protest, 
landlords who had been paying the 
tax, which they learned they should 
never have paid, found themselves 
in an unenviable position. They 
had not protested their payments 
and more than a year had elapsed 
since many prior payments had 
been made. Many of these landlords 
have made requests for refunds, 
however, and lengthy negotiations 
have been carried on with the city. 
In many cases the city has offered 
to refund certain sums previously 
paid as utility tax in accordance 
with the following arbitrary sched- 
ule: 


When no protest of payment 

was made but a claim for 

refund was made in time.. 40% 
Where protest of payment 

was made and claim for 

refund was not made in 

Onducrthtaceuene keen 15% 
Due protest of payment was 

made and a claim for refund 

was made in time........ 100% 
Where no protest of payment 

was made and a claim for 


refund was not made in 
ING: <eK< os eee ree 0% 


A test case was begun last week 
to test whether the landlords are 
entitled to a refund of everything 
paid prior to July 1, 1938. A final 
determination on this point will not 
be reached until some time next 
year. 

Another change applicable to the 
utility tax resulted in making tax- 
able only such receipts as arose 
from the sale of current to the ulti- 
mate consumer. Previously, when a 
utility company sold to a landlord 
who submetered, the utility com- 
pany was required to pay on its 
own receipts and the landlord was 
required to pay on his. Thus the 
same current gave rise to two taxes. 
The first of these has now been 
eliminated. 


Summary: 

The foregoing developments are 
the more important ones of the last 
year, and I trust that my rather 
hurried discussion of them did not 
interfere too greatly with a proper 
understanding of the points which 
were covered. Undoubtedly there 
are more, and perhaps they will be 
taken up during the question period. 
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